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Dear  Mr.  Speaker: 

Section  2134(d)  of  the  Tax  Reform  Act  of  1976,  Public  Law  94-455, 
provides  that  the  Secretary  of  Labor  and  the  Secretary  of  the 
Treasury  shall  conduct  a  study  of  "the  desirability  and 
feasibility  of  continuing  the  exclusion  from  income  of  certain 
prepaid  group  legal  services  benefits  under  section  120  of  the 
Internal  Revenue  Code  of  1954." 

Section  1(h)  of  Public  Law  98-611  provides  that  the  Secretary  of 
the  Treasury  "shall  conduct  a  study  of  the  effect  of  the 
provisions  of  section  127  of  the  Internal  Revenue  Code  of  1954." 
Section  127,  added  to  the  code  in  the  Revenue  Act  of  1978, 
excluded  from  the  income  of  employees  employer  payments  through 
an  employer  educational  assistance  program. 

Pursuant  to  those  sections,  I  hereby  submit  the  "Report  to  the 
Congress  on  Certain  Employee  Benefits  Not  Subject  to  Federal 
Income  Tax."   The  Secretary  of  Labor  submitted  a  separate  report 
to  the  Congress  pursuant  to  section  2134(d)  of  the  Tax  Reform  Act 
of  1976,  "Prepaid  Legal  Services  Plans  in  the  Employment  Context: 
A  Report  of  Major  Characteristics  and  a  Profile  of  Plans,"  in' 
July  of  1981. 

I  am  sending  a  similar  letter  to  the  President  of  the  Senate,  the 
Chairman  of  the  Senate  Finance  Committee  and  the  Chairman  of  the 
House  Ways  and  Means  Committee. 


Sincerely, 
^James  A.  Baker,  III 


The  Honorable  James  C.  Wright,  Jr. 
Speaker  of  the  House 

United  States  House  of  Representatives 
Washington,  D.C.   20515 

Enclosure 
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INTRODUCTION  AND  SUMMARY 


I.  Background  of  the  Study 

The  Revenue  Act  of  1978  enacted  section  127  of  the  Internal  Revenue  Code,  which  provided  that 
educational  assistance  provided  by  an  employer  through  an  employer  educational  assistance  program 
was  excluded  from  the  taxable  income  of  employees  for  taxable  years  beginning  after  December  3  I . 
1978.  and  before  December  31.  1983.  In  1984.  Public  Law  98-61 1  extended  the  provision  through 
December  31.1 985 .  imposed  a  $5 .000  annual  limit  per  employee  on  excludable  educational  assistance 
benefits,  added  an  annual  reporting  requirement  for  employers,  and  required  this  study  by  the 
Treasury  Department.  The  Tax  Reform  Act  of  1986  raised  the  annual  limit  to  $5,250.  extended  section 
127  retroactively  for  1986.  and  extended  it  forward  through  December  31.  1987. 

According  to  the  General  Explanation  of  the  Revenue  Act  of  1978.  the  three  major  reasons  for 
enacting  section  127  were  to  reduce  the  complexity  of  the  tax  system,  to  reduce  possible  inequities 
among  taxpayers,  and  to  provide  opportunities  for  upward  mobility  for  less  educated  individuals. 
Prior  law  did  not  permit  individuals  to  deduct  expenses  for  training  for  new  jobs  or  new  occupa- 
tions. If  employers  paid  for  such  training,  individuals  were  required  to  make  out-of-pocket  income 
tax  payments  based  on  the  value  of  the  training.  These  out-of-pocket  tax  payments  were  considered 
onerous  burdens  on  less-advantaged  individuals  with  the  least  ability  to  pay  but  greatest  need  for 
education.  Nondiscrimination  requirements  were  part  of  section  127  from  the  outset,  designed  to 
curb  abuse  of  the  expanded  tax-free  treatment  of  educational  assistance  by  highly  compensated 
employees. 

The  value  of  certain  employer-provided  group  legal  ser\'ice  plans  was  excluded  from  employees" 
taxable  income  by  the  Tax  Reform  Act  of  1976.  The  1976  Act  created  sections  120  and  501(0(20)  of 
the  Internal  Revenue  Code.  Section  120  defined  a  qualified  group  legal  services  plan.  Section 
50 1  (c)(20)  provided  tax-exempt  status  to  certain  organizations  whose  exclusive  function  was  to  form 
part  of  a  qualified  group  legal  services  plan.  The  1976  Act  required  this  study  of  the  desirability 
and  feasibility  of  continuing  the  benefits  provided  by  section  120. 

The  intent  of  the  1976  Act  was  to  increase  the  availability  of  legal  services  to  middle  income 
taxpayers  who.  according  to  the  General  Explanation,  may  be  the  most  under-represented  economic 
group  in  terms  of  legal  services.  Congress  provided  treatment  for  this  benefit  that  was  similar  to 
tax  treatment  provided  for  accident  and  health  plans.  Like  these  plans,  the  law  included  nondis- 
crimination and  antiabuse  provisions  to  help  ensure  that  the  desired  benefits  reached  the  target 
population.  The  original  provision  was  scheduled  to  expire  at  the  end  of  1981.  but  subsequent  tax 
bills  extended  sections  120  and  501(0(20)  through  1987.  The  more  recent  bills  strengthened  the 
antidiscrimination  provisions. 


II.        Principal  Findings 

This  study  evaluates  the  special  exclusions  for  employer-provided  educational  assistance  and 
group  legal  services  in  the  context  of  the  tax  treatment  of  fringe  benefits  in  general.  Exclusion 
of  an  employee  benefit  from  income  is  usually  rationalized  on  the  grounds  that  it  meets  at  least  one 
of  the  following  three  general  criteria:  the  benefit  serves  some  social  purpose,  it  offers  scale 
and  risk  pool  economies  when  offered  through  the  employer,  or  consumption  of  the  fringe  benefit 
helps  attain  macroeconomic  objectives.  Upon  closer  analysis,  these  arguments  often  have  serious 
deficiencies.  The  employer  has  a  strong  incentive  to  meet  its  own  rather  than  society's  objectives 
in  providing  fringe  benefits.  Scale  or  risk  pool  economies  generally  imply  that  fringe  benefits 
should  be  adequately  provided  by  employers  or  some  other  group  without  special  tax  preferences.  And 
there  is  a  lack  of  strong  evidence  on  the  relationship  between  tax  subsidies  on  fringe  benefits  and 
macroeconomic  objectives  such  as  higher  household  savings  or  more  stable  employment. 

Moreover,  even  if  there  are  good  reasons  for  subsidizing  fringe  benefits,  an  exclusion  from  tax 
may  not  be  the  best  means  of  achieving  the  stated  objectives.  The  tax  subsidy  from  an  exclusion  is 
worth  most  to  high  tax-bracket  individuals,  but  of  little  or  no  benefit  to  lower  income  individuals 
who  may  be  most  in  need.  Since  fringe  benefits  are  not  universally  available,  some  individuals 
receive  tax  benefits  that  are  unavailable  to  others.  Furthermore,  the  tax  preference  provides  a 
disproportionate  benefit  to  individuals  who  value  the  fringe  benefit  at  the  expense  of  other 
taxpayers  with  different  tastes.  In  addition,  the  subsidy,  whether  in  the  form  of  a  direct 
expenditure  or  lost  tax  revenue  from  a  narrower  tax  base  must  be  made  up  by  higher  tax  rates  on 
other  forms  of  income  (if  spending  and  the  deficit  remain  constant),  which  penalizes  work  effort 
generally,  and  especially  for  those  who  do  not  have  access  to  tax-preferred  fringe  benefits. 

In  line  with  these  general  considerations,  this  study  concludes  that  the  exclusions  for  employer 
educational  assistance  plans  and  for  group  legal  services  plans,  which  expired  at  the  end  of  1987. 
should  not  be  reinstated.  Neither  employer  educational  assistance  plans  nor  group  legal  ser\ices 
plans  meet  any  of  the  criteria  justifying  federal  intervention  in  the  private  economy.  The  two 
benefits  also  fail  to  meet  most  of  the  objectives  of  the  enacting  legislation. 

The  available  evidence  on  employer  educational  assistance  plans  suggests  that  the  plans  fail  to 
achieve  the  primary  objective  offered  for  their  tax  subsidy,  namely  increasing  opportunities  among 
lower  paid,  lower  skilled  workers  for  training  for  new.  better  paying  jobs  and  occupations. 
Instead,  the  effect  of  the  subsidy  may  have  been  to  contribute  to  the  sharp  increase  since  1978  in 
adult  education  that  is  related  to  the  current  job  and  is  concentrated  among  higher  paid  and  better 
educated  workers. 

Group  legal  services  plans  appear  to  have  been  more  readily  available  than  education  plans  to  the 
taxpayers  who  were  the  intended  beneficiaries  of  the  income  exclusion.  However,  the  available 
evidence  suggests  that  these  plans  would  exist  independently  of  the  tax  subsidy.  Finally,  in  1986. 
the  average  annual  premium  paid  under  group  legal  services  plans,  which  generally  offer  only  limited 
legal  services,  was  nearly  twice  the  average  annual  expenditure  on  legal  senices. 


-3- 

III.       Organization  of  the  Report 

The  report  is  organized  as  follows.  Chapter  2  reviews  historical  trends  in  the  share  of 
compensation  accounted  for  by  employer  benefits  in  general  and  by  tax-preferred  benefits,  and 
evidence  that  tax  treatment  affects  the  provision  of  benefits.  The  chapter  also  reviews  the 
economic  rationale  for  and  consequences  of  exempting  benefits  from  taxation.  Chapter  3  covers  the 
history  of  educational  assistance  plans  provided  under  section  127.  examines  evidence  on  the  effect 
of  the  legislation  on  provision  of  adult  education,  and  evaluates  the  evidence  in  the  context  of  the 
objectives  of  the  legislation  and  principles  of  tax  policy.  Chapter  4  conducts  a  parallel  analysis 
of  group  legal  services  plans  provided  under  section  120.  The  Appendix  discusses  problems  in 
defining  and  measuring  fringe  benefits. 


2.    THE  ECONOMICS  OF  FRINGE  BENEFITS 

This  chapter  looks  at  the  tax  treatment  of  fringe  benefits  from  an  economic  perspective.  The 
basic  question  addressed  is  whether  certain  fringe  benefits  should  receive  tax  treatment  different 
from  cash  compensation  in  the  form  of  wages.  The  first  section  considers  the  special  role  fringe 
benefits  play  in  employee  compensation.  The  second  section  discusses  the  rationale  for  subsidizing 
fringe  benefits  and  the  effectiveness  of  various  tax  and  non-tax  subsidy  mechanisms.  The  final 
section  investigates  the  tax  policy  implications  of  present  law  tax  treatment  of  fringe  benefits. 

Chapters  3  and  4  apply  the  analysis  of  this  chapter  to  the  two  specific  fringe  benefits  that  are 
the  subject  of  this  study,  employer  educational  assistance  plans  and  group  legal  services  plans. 

I.    The  Role  of  Benefits  in  Employee  Compensation 

This  section  analyzes  the  role  of  favorable  tax  treatment  of  some  employee  benefits  in  the  growth 
of  the  share  of  benefits  in  compensation.  The  analysis  requires  specific  definitions  of  employee 
benefits  and  compensation  as  well  as  procedures  for  measuring  them.  Both  of  these  are  made  more 
difficult  by  the  variety  of  pay  practices  between  jobs  and  sectors  throughout  the  economy,  and  by 
the  lack  of  clear  guidelines  from  economic  theory.  These  problems  are  exacerbated  by  the  lack  of 
detailed  data  on  nonwage  compensation.  (The  Appendix  discusses  issues  of  defining  and  measuring 
fringe  benefits.) 

A.    Differential  tax  treatment  of  employee  benefits 

The  tax  treatment  of  employee  benefits  varies  with  the  benefit.  Paid  leave,  including  sick 
leave,  \acations.  and  holidays,  is  generally  subject  to  the  full  range  of  employer  payroll  taxes,  is 
fully  deductible  to  the  employer,  and  is  fully  taxed  as  income  to  the  employee.  Premium  pay  and 
bonuses  are  treated  similarly.  Employer  payments  for  legally  required  benefits,  such  as  Social 
Security  and  unemployment  insurance,  are  deductible  to  the  employer  but  are  not  included  in  employee 
income.  However,  employee  contributions  to  Social  Security  are  included  in  employee  income  for  tax 
purposes. 

Individuals  pay  income  taxes  on  deferred  compensation,  such  as  pensions,  when  the  compensation  is 
received.  Employer  contributions  to  qualified  pension  plans  are  generally  deductible  to  the 
employer  when  the  contributions  are  made.  Employer-paid  health  and  life  insurance  premiums  and 
benefits  paid  under  these  policies  are  generally  excluded  from  employee  income.  Certain  other  kinds 
of  benefits  are  specifically  excluded  from  income:  "no-additional-cost"  benefits,  qualified 
employee  discounts,  working  condition  fringes,  and  de  minimus  benefits. 

Table  I  displays  estimates  of  the  tax  expenditures  in  19,Sb  and  1^88  in  teims  of  foregone  Federal 
tax  revenues  for  most  fringe  benefits.  The  total  tax  expenditure  on  fringe  benefits  was  about  .$98 
billion  in  1986.  Changes  in  the  Tax  Reform  Act  of  198b-particularly  tax  rate  reduction-and  the 
repeal  or  expiration  of  certain  fringe  benefits  will  reduce  the  total  tax  expenditure  to  about  .$90 
billion  in   1988.     To  put  this  expenditure  in  perspective,  it  exceeds  the  combined  budgets  o\  the 
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Table  1 
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Revenue  Loss  Estimates  for  Federal  Income  Tax  Expenditures 

On  Certain  Fringe  Benefits  in  Fiscal  Years  1986  and  1988 

(Millions  of  dollars) 


Fringe  Benefit 1986 1988 

Employer  contributions  for  medical 

insurance  and  medical  care 
Employer  educational  assistance 
Employer  provided  child  care 
Employee  meals  and  lodging  (other  than 

military)  850  685 

Employer  contributions  to  group 

legal  services  plans 
Parsonage  allowances 
Railroad  retirement  system  benefits 
Workmen  s  compensation  benefits 
Untaxed  unemployment  insurance  benefits 
Employer  contribution  and  earnings  of  pension 

plans 
Premiums  on  group  term  life  insurance 
Premiums  on  accident  and  disability 

insurance 
Income  of  trusts  to  finance 

supplementary  unemployment  benefits 
Exclusion  of  social  security  benefits 

Disability  insurance 
OASl  benefits  for  retired  workers 
Benefits  for  dependents  and  survivors 

Total  98,230  89,835 


Source:    U.S.  Office  of  Management  and  Budget.  Special  Analysis  G.  Budget  of  the  United 
States  Government.  Fiscal  Year  1989. 

*      Does  not  include  foregone  employer  and  employee  payroll  taxes  such  as  Social 
Security. 
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Departments  of  Housing  and  Urban  Development  and  Health  and  Human  Services  (not  including  taist 
funds).  Moreover,  there  is  a  loss  of  Social  Security  tax  revenues  of  approximately  $25  billion  in 
1988  due  to  the  exclusion  of  most  employer  contributions  for  fringe  benefits  from  the  Social 
Security  tax  base. 

B.    Growth  of  employee  benefits 

Employers  provided  non-cash  benefits  to  their  employees  long  before  there  were  government 
incentives  to  do  so.  Employers  provided  subsidized  housing  and  contributed  to  life  and  disabilitv 
insurance  and  pensions  in  the  last  century,  years  before  the  inception  of  the  income  tax. 
Employers  offered  benefits  for  several  reasons.  Providing  a  large  share  of  compensation  in  the  form 
of  nonpecuniary  but  essential  goods  and  services  such  as  housing  and  pensions  helped  ensure  employee 
loyalty.  Tying  compensation  to  the  length  of  service  both  served  to  help  employers  hold  on  to 
skilled  workers  and  provided  a  means  of  encouraging  the  retirement  of  old  workers.  Even  now,  paid 
vacation  and  sick  leave  or  sick  pay  are  almost  universal  for  full-time  workers  despite  the  lack  of 
any  special  tax  or  other  government  subsidy. 

Data  from  the  National  Income  and  Product  Accounts  show  the  steady  decline  in  the  share  of  wages 
and  salaries  in  compensation  and  the  corresponding  growth  of  some  employee  benefits  since  1929. 
Figure  1  shows  the  growth  over  time  of  supplements  to  wages  and  salaries.  Supplements,  which  do  not 
correspond  closely  to  any  of  the  standard  definitions  of  fringe  benefits  (see  Appendix),  consist  of 
employer  contributions  for  social  insurance  and  for  private  pension  and  private  welfare  mr 
insurance)  funds.  Supplements  therefore  include  most  legally  required  benefits,  and  the  major 
tax-preferred  fringe  benefits,  but  exclude  hours-related  benefits  (which  are  included  in  wages  and 
salaries).    Social  insurance  includes  Social  Security  and  unemployment  insurance. 

In  1 929.  supplements  accounted  for  just  over  one  percent  of  compensation.  Supplements  greu  to 
about  17  percent  by  1986.  Over  the  same  period,  social  insurance  grew  to  about  nine  percent  ot 
compensation. 

Although  the  Revenue  Acts  of  1921.  1926.  and  1928  pro\ided  tax  exemptions  to  employer  benefit 
and  pension  trusts,  the  low  tax  rates  and  narrow  tax  base  in  the  I920"s  and  I930's  gave  employer 
benefits  little  relative  advantage  over  cash  payments.  After  almost  disappearing  during  the 
depression,  fringe  benefits  became  the  only  significant  component  of  compensation  that  could  be 
increased  under  wage  and  price  controls  in  effect  dunng  Worid  War  11.  The  exclusion  was  important 
both  because  the  income  tax  was  extended  to  the  middle  class  through  lower  exemptions  and  because 
the  value  of  the  exclusion  was  higher  due  to  higher  wartime  tax  rates.  The  War  Labor  Board,  which 
regulated  wages  during  the  war.  coined  the  term  "fringe  benefit"  when  it  permitted  increases  in 
non-wage  compensation  on  the  grounds  that  they  were  different  from  wage  increases  and  less  infla- 
tionary because  they  stimulated  employee  productivity.  The  Revenue  Act  of  1942  retained  the  pension 
trust  exemption,  but  added  some  nondiscrimination  rules.  The  result  o\  these  preferences  for  fringe 
benefits  was  a  significant  increase  in  fringe  benefits  as  a  share  of  total  compensation. 
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After  the  war.  tax  rates  remained  high  while  worker  interest  in  fringe  benefits  grew.  In  1948. 
the  United  States  Steel  Workers  and  Inland  Steel  agreed  to  include  pensions  in  collective  bargaining 
separately  from  wages,  setting  a  widely  followed  precedent  for  pensions  and  other  benefits.  The  tax 
code  was  expanded  to  take  an  essentially  similar  view  of  nonpension  fringe  benefits:  that  they  were 
not  wages  and  thus  not  subject  to  tax.  The  Internal  Revenue  Code  of  1954  added  section  106. 
excluding  employer  payments  to  non-discriminatory  health  and  accident  plans.  Until  the  passage  of 
the  Tax  Reform  Act  of  1986.  Congress  had  consistently  expanded  the  list  of  fringe  benefits  that 
received  preferential  tax  treatment.  At  the  same  time,  the  several  price-  and  pay-monitoring  bodies 
established  in  the  I960"s  and  I970"s  in  attempts  to  lessen  inflationary  pressures  typically  followed 
the  War  Labor  Board  precedent  and  imposed  greater  restraints  on  wage  compensation  than  on  fringe 
benefits.*  As  a  result  of  this  tax  treatment  and  other  social  and  economic  factors,  the  nonwage 
share  of  compensation  has  grown  steadily  between  1948  and  1984.  as  Figure  1  shows. 

The  rate  of  growth  in  both  supplements  and  social  insurance  shares  slowed  in  the  late  !970's  and 
in  recent  years  leveled  off  or  declined  slightly.  This  trend  is  shown  in  the  12-month  percentage 
changes  in  the  Employment  Cost  Indexes  for  compensation  and  for  wages  in  Table  2.  For  most  of  the 
eariy  I980's.  fringe  benefits  grew  faster  than  wages.  Since  mid- 1985.  however,  wages,  fringe 
benefits,  and  compensation  have  grown  at  about  the  same  rate. 

This  change  may  be  partially  due  to  changes  in  labor  union  membership  and  market  power.  But  the 
effect  of  the  lower  individual  tax  rates  in  the  Economic  Recovery  Tax  Act  of  1981.  which  raised  the 
price  of  tax-preferred  benefits  relative  to  wages,  may  also  have  contributed  to  this  change. 

II.     Desirability  and  Feasibility  of  Subsidizing  Fringe  Benefits 

The  Congressional  mandates  for  this  report  requested  a  study  of  the  desirability  and  feasibility 
of  excluding  educational  assistance  and  group  legal  services  from  tax.  This  section  looks  at  the 
broader  questions  of  whether  government  subsidies  for  fringe  benefits  are  desirable  and.  if  so.  how 
effective  alternative  government  subsidy  mechanisms  are. 

A.    The  rationale  for  subsidizing  fringe  benefits 

The  exclusion  from  tax  of  certain  employee  fringe  benefits  such  as  educational  assistance  and 
group  legal  service  plans  provides  a  subsidy  for  those  particular  activities  through  the  tax  system. 
This  section  examines  some  rationales  that  have  been  used  to  justify  providing  such  a  subsidy. 

I .    Fringe  benefits  may  serve  a  social  purpose 

Preferential  treatment  of  fringe  benefits  may  be  justified  if  the  consumption  of  the  fringe 
benefit  provides  external  benefits  to  society.  In  the  absence  of  government  intervention,  the 
employee  and  employer  would  tend  to  undenalue  the  benefit  because  they  only  receive  part  ot  ihe 
total  benefit  to  society.  Thus,  from  a  social  point  of  view,  too  little  o\'  the  fringe  benefit  would 
be  consumed  without  government  assistance.  For  example,  furthering  worker  education  through  job 
training  or  employer-subsidized  training  is  thought  to  provide  benefits  to  society  because  a  better 
educated  work  force  is  more  innovative,  more  productive,  and  better  able  to  adapt  to  changes  in  the 
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Table  2 

Employment  Cost  Index  for  Wages,  Benefits,  and  Compensation 

12-Month  Percentage  Changes  by  Quarter. 

December  1980  -  Septe^mber  1987 

Piivate  Industry  Workers 


Benefit  Growth 
Relative  to 
Wage  Growth 
(Percent) 


Wages      Benefits       Compensation 


1980: 

December 

1981: 

March 

June 

September 
December 

1982: 

March 

June 

September 
December 

1983: 

March 

June 

September 
December 

1984: 

March 

June 

September 
December 

1985: 

March 

June 

September 
December 

1986: 

March 

June 

September 
December 

1987: 

March 

June 

September 

9.0 


11.8 


9.4 

14.4 

9.3 

12.7 

9.1 

12.1 

8.8 

12.2 

8.1 

7.0 

7.1 

7.4 

6.9 

7.9 

6.3 

7.1 

5.4 

9.0 

5.4 

8.6 

5.0 

7.6 

5.0 

7.4 

5.0 

7.5 

4.7 

7.2 

4.1 

6.4 

4.1 

6.6 

4.1 

5.3 

4.3 

4.2 

4.8 

4.4 

4.1 

3.5 

3.9 

3.2 

3.7 

3.5 

3.1 

3.3 

3.1 

3.4 

3.2 

2.9 

3.0 

3.3 

3.3 

3.1 

9.7 


30.7 


Source:  U.S.  Department  of  Labor.  Bureau  of  Labor  Statistics. 

Developments.  May  1987.  August  1987.  and  unpublished  tables. 


10.7 

53.6 

10.3 

36.7 

9.9 

33.1 

9.8 

38.6 

7.8 

-13.2 

7.2 

4.2 

7.2 

15.1 

6.4 

13.4 

6.4 

67.2 

6.3 

58.8 

5.8 

50.6 

5.7 

48.4 

5.7 

49.5 

5.4 

53.4 

4.8 

55.9 

4.9 

59.2 

4.4 

29.4 

4.2 

-2.7 

4.7 

-8.0 

3.9 

-15.6 

3.8 

-18.7 

3.7 

-6.2 

3.2 

5.7 

3.2 

9.5 

3.1 

-8.1 

3.0 

10.0 

3.3 

-6.1 

r  Statistics. 

Current  Wage 
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economy.  and  not  all  of  these  benefits  accnie  to  the  workers  directly.     Health  insurance  is  also 
thought  to  provide  benefits  to  society  because  a  healthier  work  force  is  more  productive. 

A  related  argument  is  that  employer-provided  fringe  benefits  are  simply  social  services  that 
would  have  to  be  provided  by  government  if  not  provided  by  the  employer.  According  to  this 
argument,  pensions  offset  to  some  extent  public  obligations  for  social  security.  Similarly, 
employer-provided  health  insurance  substitutes  to  some  extent  for  public  health  insurance,  which  is 
fairly  common  in  other  western  countries,  and  helps  to  prevent  workers  from  relying  on  public 
hospitals  and  Medicaid. 

Viewed  this  way.  subsidized  fringe  benefits  promote  the  decentralized  provision  of  social 
services,  it  may  be  argued  that  this  employer-provided  subsidy  is  more  efficient  than  the  compa- 
rable public  services  because  it  is  decentralized.  An  employer  can  tailor  the  mix  of  social 
services  provided  to  the  specific  needs  of  the  work  force. 

However,  employers  have  an  incentive  to  select  self-serving  benefits  rather  than  those  that 
provide  the  greatest  benefit  to  society.  Pensions,  for  example,  were  originally  given  to  employees 
to  promote  loyalty  and  to  force  retirement  at  specific  ages.  Before  the  Employee  Retirement  Income 
Security  Act  of  1974  (ERISA)  required  that  pensions  be  vested,  employers  often  offered  unvested 
pension  plans  that  provided  strong  incentives  for  employees  to  stay  with  a  single  firm.  An  employee 
with  an  unvested  pension  who  quit  or  was  fired  before  retirement  age  lost  all  accumulated  pension 
benefits.  Even  after  ERISA,  pension  plans  typically  include  incentives  for  older  employees  to 
retire  at  a  particular  age.    These  kinds  of  incentives  may  not  match  society's  objectives. 

2.    Fringe  benefits  may  offer  scale  and  risk  pool  efficiencies 

Within  a  firm,  group  insurance  typically  lowers  the  premiums  for  all  workers  in  the  group.  One 
reason  for  this  is  because  a  group  that  is  not  selected  based  on  its  insurability  avoids  adverse 
selection.  Without  the  group,  the  employees  who  are  most  likely  to  insure  themselves  are  those  who 
perceive  themselves  to  be  especially  at  risk.  This  means  that  a  self-selected  group  would  have 
proportionately  more  high-risk  members.  As  a  result  premiums  have  to  increase  to  account  for  this 
adverse  selection.  Thus  insurance  may  become  actuarially  too  expensive  for  individuals  with  low  or 
average  risk. 

Scale  economies  also  lower  premiums  for  larger  groups  by  reducing  sales  costs.  For  example. 
Blue  Cross/Blue  Shield  expenses  (including  premium  taxes,  sales  costs,  claims  processing  costs  and 
other  costs)  were  12  percent  of  the  premium  for  groups  of  three  or  fewer,  but  only  five  percent  of 
the  premium  for  groups  of  5.000  or  more. 

There  are  two  important  counterarguments,  however.  First,  other  kinds  of  groups  can  be  formed 
to  avoid  adverse  selection  and  to  provide  economies  of  scale,  so  it  is  not  clear  that  encouraging 
employment-based  groups  is  the  best  way  to  deal  with  either  factor.  Second,  "cafeteria"  plans  allow 
adverse  selection  among  employees,  reducing  the  benefit  of  the  employee  group.  (Educational 
assistance  plans  cannot  be  offered  as  part  of  a  cafeteria  plan.) 
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3.    Fringe  benefits  as  macroeconomic  policy 

A  rationale  for  special  tax  treatment  for  pensions  is  that  preferential  tax  treatment  may 
stimulate  savings.  Other  things  equal,  a  higher  savings  rate  should  result  in  higher  future  GNP. 
Evidence  is  mixed  on  how  much  the  favorable  tax  treatment  of  fringe  benefits  increases  net  savings. 
Pension  accumulations,  at  least  partly,  replace  other  savings  that  would  occur  in  the  absence  of  tax 
subsidies.  Furthermore,  the  tax  subsidy  to  pensions  is  often  financed  by  either  higher  tax  rates  on 
other  kinds  of  income  or  higher  federal  deficits  rather  than  by  reducing  federal  outlays.  Higher 
tax  rates  reduce  savings  indirectly:  higher  deficits  have  a  direct  negative  effect  on  net  national 
savings. 

Fringe  benefits  may  also  have  macroeconomic  consequences  because  they  may  encourage  layoffs. 
rather  than  across-the-board  reductions  in  hours  during  economic  downturns.  In  this  sense,  labor  is 
a  "quasi-fixed  factor."  in  many  ways  more  like  a  building  or  a  machine  than  the  "variable  input"  of 
microeconomic  theory."  Much  of  labors  fixed  costs  are  related  to  hiring  and  firing.  However, 
fringe  benefits  also  contribute  because  many  fringe  benefits  do  not  depend  on  hours  worked.  As  a 
result,  employers  may  find  it  less  expensive  to  lay  off  workers  than  to  reduce  every  employees 
hours  by  some  proportion.  This  pattern  may  also  be  preferred  by  employee  unions  because  lay-offs 
are  generally  based  on  seniority. 

On  the  positive  side,  since  temporary  layoffs  may  not  reduce  fringe  benefit  liabilities,  there 
is  an  incentive  for  employers  to  avoid  short-term  layoffs.  This  incentive  would  tend  to  reduce  the 
volatility  of  employment  over  the  business  cycle. 

B.    Feasibility  of  govemment  subsidies 

The  rationales  described  in  the  previous  section  or  other  arguments  may  make  a  theoretical  case 
for  govemment  support  of  a  particular  fringe  benefit.  However,  there  is  also  a  question  of  how 
effectively  and  at  what  cost  the  govemment  can  implement  the  subsidy.  This  section  evaluates  tax 
and  non-tax  subsidy  mechanisms. 

I .  Tax  subsidy  mechanisms 

The  typical  form  of  fringe  benefit  subsidy  is  exclusion  of  the  value  of  the  benefit  from  the 
taxable  income  of  recipients  while  it  is  deductible  by  the  payor.  This  form  of  subsidy  (discussed 
in  more  detail  in  section  III)  provides  the  greatest  benefit  to  taxpayers  in  the  highest  tax 
brackets,  who  also  have  the  highest  incomes  and  are  least  in  need  of  govemment  support.  Moreover, 
since  fringe  benefits  are  generally  not  included  in  wages,  the  Social  Security  wage  base  is 
substantially  diminished. 

Another  problem  with  fringe  benefit  subsidies  is  that  benefits  are  only  available  to  certain 
workers.  Antidiscrimination  provisions  may  prevent  the  managers  of  a  company  from  claiming 
disproportionately  more  tax-preferred  fringe  benefits  than  production  workers  in  the  same  company, 
but  the  rules  can  not  prevent  workers  in  some  industries  from  obtaining  more  untaxed  fringe  benefits 
than  workers  in  other  industries,  or  workers  in  white  collar  occupations  from  receiving  more  than 
blue  collar  workers. 
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A  tax-based  partial  remedy  to  this  inequity  would  define  certain  goods  and  services  as  tax- 
deductible  (within  limits)  regardless  of  whether  they  are  provided  by  an  employer,  a  union,  or 
purchased  privately.  This  solves  the  horizontal  inequity  between  occupations,  but  does  not 
address  the  vertical  inequity.  High-taxed,  high-income  individuals  will  always  receive  greater 
benefit  from  a  tax  deduction  than  low-taxed  or  untaxed  individuals. 

A  refundable  tax  credit  would  reduce  the  vertical  inequity.  A  credit  can  be  a  flat  amount  but 
can  also  vary  with  income  to  achieve  any  desired  degree  of  progressivity.  However,  refundable  tax 
credits  have  several  drawbacks.  They  are  expensive  to  administer  because  the  Internal  Revenue 
Service  would  need  to  take  on  the  role  of  a  welfare  agency  in  checking  on  claims  of  individuals  who 
do  not  ordinarily  owe  taxes.  For  a  credit  to  be  successful,  many  low-income  households  that  would 
not  otherwise  be  filers  have  to  file  income  tax  returns.  Experience  with  the  only  refundable  tax 
credit  in  the  tax  code,  the  earned  income  tax  credit,  indicates  that  many  eligible  low-income 
households  would  not  take  advantage  of  such  a  credit. 

2.  Direct  government  subsidies 

The  government  provides  some  services  that  are  similar  to  fringe  benefits.  For  example.  Medicaid 
and  Medicare  provide  health  insurance.  Social  Security  is  the  nation's  largest  pension  fund,  and  the 
Legal  Services  Corporation  provides  free  legal  ser\'ices.  There  have  also  been  proposals  to 
subsidize  certain  services,  such  as  health  insurance  or  education,  through  a  voucher  program  similar 
to  the  Food  Stamp  program.  The  direct  subsidy  option  should  be  considered  if  it  is  found  to  be  more 
effective  or  less  expensive  than  a  corresponding  tax  preference  for  fringe  benefits. 

The  primary  advantage  of  a  direct  government  expenditure  program  is  that  the  benefits  can  be 
targeted  more  accurately.  Moreover,  all  expenditures  are  budgeted  (rather  than  in  the  form  of 
reductions  to  tax)  and  subject  to  more  effective  Congressional  scrutiny  and  control.  The  direct 
costs  oi'  those  expenditures  would  be  relatively  easy  to  measure.  However,  a  centralized  bureaucracy 
can  be  expensive,  inefficient,  and  unresponsive  to  the  needs  of  its  clients.  This  is  somewhat 
mitigated  under  the  voucher  approach  because  the  actual  supply  of  services  remains  in  the  private 
sector,  which  is  likely  to  be  more  efficient. 

3.  Direct  income  support 

The  revenue  loss  from  subsidizing  fringe  benefits  might  be  better  spent  by  augmenting  the  income 
(or  reducing  the  tax)  of  the  beneficiaries  of  the  fringe  benefits.  According  to  economic  theory, 
individuals  are  often  worse  off  when  given  particular  services  or  goods  rather  than  the  equivalent 
amount  of  cash  because  the  amount  provided  will  not  generally  coincide  with  the  amount  desired.  If 
the  intent  of  the  subsidy  is  redistributive.  then  the  tax  savings  could  be  returned  through  an 
expanded  earned  income  credit  or  through  welfare  programs.  If  the  direct  subsidies  are  to  match  the 
income  distribution  of  the  tax  preference,  then  they  might  be  better  used  in  funding  general 
government  programs  or  a  general  tax  reduction. 

It  should  be  noted,  however,  that  experience  with  government  welfare  programs  such  as  AFDC  and 
Food  Stamps  suggests  that  a  large  percentage  of  eligible  households  will  not  participate  in  any 
government  program.    This  limits  governmental  attempts  to  redistribute  income  directly. 


-14- 

III.   Equity  and  Efficiency  Effects  of  Non-Taxation  of  Fringe  Benefits 

This  section  considers  the  efficiency  and  equity  effects  of  excluding  the  value  of  fringe 
benefits  from  tax.  The  non-taxation  of  fringe  benefits  has  some  obvious  equity  implications  that 
were  discussed  in  Section  H.  The  tax  subsidy  affects  people  In  similar  economic  positions 
differently,  which  creates  a  horizontal  inequity.  And  because  tax  rates  are  progressive,  higher 
income  taxpayers  benefit  proportionately  more  than  lower  income  taxpayers. 

The  other  concern  about  an  exclusion  from  tax  is  its  effect  on  the  allocation  of  resources 
(i.e..  efficiency).  By  lowering  the  after-tax  cost  of  the  fringe  benefit  relative  to  other  goods, 
the  tax  preference  distorts  the  nation's  resource  allocation  in  favor  of  fringe  benefits.  There  may 
also  be  labor  market  distortions  as  discussed  below. 

However,  this  view  of  fringe  benefit  taxation  has  been  criticized  because  it  does  not  take 
account  of  market  responses  to  preferential  tax  treatment,  which  may  mitigate  these  effects.  The 
following  sections  analyze  the  effects  of  the  exclusion  of  fringe  benefits  from  taxation,  accounting 
for  market  responses  as  well  as  the  constraints  imposed  on  government  finance. 

A.    Equity  effects 

Before  markets  adjust,  the  special  tax  treatment  of  fringe  benefits  lowers  the  after-tax  price 
of  the  benefit  relative  to  all  other  goods  and  services.  This  means  that  those  who  value  the 
benefit  relatively  more  than  other  goods  are  likely  to  be  better  off  due  to  the  special  tax 
treatment,  while  those  who  do  not  value  the  fringe  benefit  are  worse  off.    Moreover,  individuals  for 

15 

whom  the  tax  subsidv  is  not  available      are  made  worse  off  in  two  wavs.    First,  the  price  of  the 
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fringe  benellt  increases  (although  the  price  of  other  goods  may  fall).  Second,  these  individuals 
share  the  effect  of  cuts  in  other  government  services  if  the  level  of  government  expenditures  is 
reduced,  or  an  increase  in  taxes  or  the  deficit,  if  the  level  of  government  expenditures  is 
unchanged. 

It  has  been  argued  that,  in  equilibrium,  horizontal  equity  may  not  be  relevant  to  the  proper 
taxation  of  fringe  benefits.  This  argument  rests  on  the  premise  that  the  only  operative  defini- 
tion of  horizontal  equity  is  that  individuals  who  start  with  equal  options  and  the  same  preferences 
have  the  same  utility  or  income  after  tax.  If  two  identical  employees  start  with  equal  options, 
then  employers  must  offer  packages  of  wages  and  fringe  benefits  of  equal  value  after  tax  to  attract 
either  of  them.  The  result  is  that  wages  will  adjust  to  exactly  offset  the  value  of  the  tax- 
subsidized  fringe  benefits  so  that  after-tax  total  compensation  for  these  two  employees  is  the  same. 

This  argument  implies  that,  in  the  real  world  where  different  tastes  and  abilities  among 
individuals  preclude  meaningful  comparison  of  utilities,  horizontal  equity  does  not  provide  useful 
guidance  for  tax  policy.  Moreover,  to  the  extent  that  high  income  people  exclude  a  higher  propor- 
tion of  their  income  from  tax.  and  thus  avoid  taxes,  the  tax  schedule  could  be  adjusted  lo  retain 
any  desired  level  of  progressivity.  so  vertical  equity  is  not  a  problem. 

This  line  of  analysis  is  valuable  for  its  contribution  of  the  concept  of  compensating  wage 
differentials.      However,   by  ignoring  how  government  finances  the  tax   revenue  loss  on   fringe 
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benefits.  some  important  inequities  resulting  from  the  special  tax  treatment  of  fringe  benefits  are 
overlooked.  Furthermore,  because  individuals"  tastes  vary,  neither  market  mechanisms  nor  recali- 
bration  of  income  tax  rates  can  remove  these  inequities. 

The  distributional  effects  also  depend  on  the  nature  of  the  fringe  benefit.  For  example,  a 
fringe  benefit  that  is  mostly  consumed  by  high-income  households  may  actually  raise  the  real 
after-tax  income  levels  of  low-tax  households.  If  the  high-income  households  shift  their  con- 
sumption in  favor  high-income  of  the  subsidized  good  and  other  prices  fall,  then  the  low-income 
households  receive  an  indirect  benefit.  However,  it  is  likely  that  even  a  small  increase  in  tax 
burden  for  low-income  households  would  offset  this  effect.  And.  of  course,  if  the  low-income 
households  consume  the  subsidized  good,  but  don't  receive  a  tax  subsidy,  they  can  be  made  worse  off 
by  having  to  bear  higher  prices. 

B.    Efficiency  effects 

Except  in  cases  where  there  are  positive  extemalties.  the  exclusion  from  tax  of  a  consumption 
good  (e.g..  fringe  benefits)  results  in  a  suboptimal  allocation  of  resources.  This  misallocation  is 
exacerbated  if  the  government  must  raise  taxes  or  increase  deficits  to  offset  the  lost  tax  revenues 
from  the  exclusion.  Since  the  incidence  of  increased  taxes  or  deficits  does  not  match  the  distri- 
bution of  tax  benefits,  government  finance  also  contributes  to  the  distributional  inequities  due  to 
the  subsidy. 

Because  tax  exemption  changes  the  after-tax  price  of  the  fringe  benefit  relative  to  all  other 
goods  and  leisure,  individuals  buy  more  of  the  fringe  benefit  and  less  of  other  goods  than  they 
would  in  the  absence  of  the  tax  preferences.  Price  adjustments  in  response  to  the  changed  demands 
for  the  fringe  benefit  and  other  goods  reallocate  these  price  distortions.    The  increased  demand  for 

^  "  19 

the  fringe  benefit  raises  its  before-tax  price  relative  to  the  unsubsidized  goods.  This  has  the 
effect  of  moving  the  taxpayers  who  receive  the  fringe  benefit  back  in  the  direction  of  the  original 
equilibrium.  However,  these  price  changes  mean  that  individuals  who  do  not  get  the  fringe  benefit 
will  be  facing  distorted  prices,  even  though  the  tax  does  not  affect  them  directly. 

Under  a  progressive  income  tax.  tax  rates  are  different  for  different  classes  of  taxpayers. 
This  means  that  even  if  one  class  of  taxpayers  is  facing  the  same  after-tax  relative  prices, 
everyone  else  is  facing  distorted  prices.  After  prices  adjust,  taxpayers  who  are  receiving  the 
fringe  benefit,  but  whose  tax  rate  is  below  a  certain  level,  could  actually  pay  a  higher  price 
after-tax  for  the  fringe  benefit  than  they  would  in  the  absence  of  the  "tax  subsidy".  For  example, 
in  theory  the  increase  in  demand  for  medical  insurance  induced  by  its  widespread  availability  as  a 
fringe  benefit  may  have  increased  the  cost  of  health  care,  and  thus  insurance,  by  so  much  that 
taxpayers  in  the  15  percent  tax  bracket  may  actually  be  paying  more  for  health  insurance  than  they 
would  if  it  were  not  a  tax-free  fringe  benefit. 

There  are  other  efficiency  implications  of  excluding  fringe  benefits  from  tax.  For  example,  the 
allocation  of  labor  may  be  distorted.  If  some  industries  are  better  suited  to  providing  tringe 
benefits  or  can  provide  them  at  lower  cost  than  others,  their  labor  costs  will  decline.  The  result 
mav  be  that  these  industries  or  firms  will  he  relatively  more  labor-intensive  than  is  efficient. 


3.    EDUCATIONAL  ASSISTANCE  PLANS 


I.    Legislative  History 

Educational  assistance  provided  by  an  employer  through  an  employer  educational  assistance  program 
was  explicitly  excluded  from  the  gross  income  of  employees  in  the  Revenue  Act  of  1978.  which  added 
section  127  to  the  Internal  Revenue  Code.  Section  127  permitted  such  an  exclusion  for  taxable  years 
beginning  after  December  3 1 .  1978.  and  before  December  31.  1983.  In  1984.  a  separate  amendment. 
Public  Law  98-6 1 1 .  extended  the  provision  through  December  31.  1985.  imposed  a  $5,000  annual  limit 
per  employee  on  excludable  educational  assistance  benefits,  added  an  annual  reporting  requirement 
for  employers,  and  required  this  study  by  the  Treasury  Department.  The  Tax  Reform  Act  of  1986 
raised  the  annual  limit  to  $5,250.  extended  the  amendment  retroactively  for  1986.  and  extended  it 
forward  through  December  31.  1987. 

A.    Law  prior  to  1978 

Prior  to  the  Revenue  Act  of  1978.  no  provision  of  the  Internal  Revenue  Code  specifically  excluded 
from  an  individual's  income  the  educational  assistance  provided  by  an  employer.  In  the  absence  of 
specific  provisions,  sections  61  and  117  of  the  Code  generally  applied.  Section  6!  defines  gross 
income  to  include  fringe  benefits.  Section  61  also  cross-references  sections  of  the  Code  that 
specifically  include  or  exclude  items  from  income.  Section  117  specifically  describes  exclusions 
for  qualified  scholarships.  Together,  these  provisions  generally  governed  determinations  of  whether 
an  individual  was  required  to  include  in  income  money  or  benefits  furnished  by  an  employer  to  an 
employee  to  assist  in  an  employees  education. 

Employer  payments  for  employee  benefits  were  generally  includable  in  the  employee's  gross  income 
for  income  and  employment  tax  purposes.  However,  employerpaymentswere  not  includable  in  employee 
income  if  the  payment  was  for  expenses  that  would  otherwise  be  deductible  by  the  employee  as  an 
employee  business  expense  (if  paid  by  the  employee  rather  than  the  employer).  Accordingly, 
employees  could  deduct  education  expenses  related  to  the  employee's  current  job:  education  that 
maintained  or  improved  skills  required  for  the  employee's  job.  met  the  express  requirements  of  the 
individual's  employer  (beyond  the  minimum  requirement  for  employment),  or  met  the  requirements  of 
applicable  law  or  regulations  as  a  condition  of  employment.  No  deduction  was  allowed  for  expendi- 
tures for  education  required  to  meet  the  minimum  educational  requirements  for  employment  in  the 
individuals  employment,  trade,  or  business,  or  for  education  that  would  qualify  the  individual  for 
employment  in  a  new  trade  or  business. 

>  ■' 

Unless  the  educational  expenses  were  deductible  under  the  above  rule,  the  individual  included  in 
taxable  income  reimbursements  from  the  employer  for  educational  expenses  paid  by  the  employee, 
educational  expenses  directly  paid  by  the  employer,  and  educational  services  directly  furnished  to 
the  employee  by  the  employer. 
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B.  Reasons  for  change 

Congress  had  three  major  reasons  for  enacting  section  127  of  the  Code.  Congress  believed  that 
the  treatment  of  employer-provided  educational  assistance  prior  to  the  1978  Act  added  to  the 
complexity  of  the  tax  system.  First,  most  decisions  were  on  a  case-by-case  basis,  requiring  costly 
personnel  time  for  Internal  Revenue  Sep.'ice  staff  to  review  each  case,  for  the  employers  and 
employees  to  write  the  required  justifications  of  their  positions,  and  for  employers  to  determine 
whether  reimbursements  were  subject  to  income  and  withholding  taxes.  Second.  Congress  believed  that 
case-by-case  administration  potentially  led  to  inconsistencies  in  determining  the  deductibility  of 
similar  expenditures. 

Finally.  Congress  was  concerned  that  prior  law  restrictions  discouraged  the  acquisition  of  skills 
required  for  upward  mobility,  particularly  by  those  employees  with  the  least  prior  education. 
Prior  law  did  not  permit  deductions  for  training  for  new  jobs  or  new  occupations,  which  were  seen  as 
routes  to  advancement.  Prior  law  also  required  out-of-pocket  payments  of  taxes  in  exchange  for 
employer-paid  educational  services.  Congress  viewed  these  out-of-pocket  expenses  as  onerous  burdens 
on  less-advantaged  individuals  with  the  least  ability  to  pay  but  greatest  need  for  education. 
Nondiscrimination  requirements  were  part  of  section  127  from  the  outset  to  curb  abuse  of  the 
expanded  tax-free  treatment  of  educational  assistance  by  highly  compensated  employees. 

C.  Provisions  permitting  exclusion  from  income  of 
employer  educational  assistance 

I.    The  Revenue  Act  of  1978 

The  Revenue  Act  of  1978  stated  that  amounts  paid  for  expenses  incurred  by  an  employer  for 
educational  assistance  to  an  employee  were  excludable  from  the  employee's  gross  income,  provided  the 
educational  assistance  program  met  certain  requirements.  The  provision  was  intended  to  eliminate 
the  need  to  distinguish  job-related  educational  expenses  from  personal  educational  expenses. 

Educational  benefits  were  only  excludable  from  income  if  those  benefits  were  provided  by  the 
employer  to  employees.  No  restrictions  were  placed  on  the  types  of  assistance  the  employer  could 
furnish:  the  assistance  could  be  provided  directly  to  the  employee,  or  the  employer  could  reimburse 
the  employee.  Excludable  expenses  included  tuition,  fees,  and  similar  payments,  as  well  as  payments 
for  books,  supplies,  and  equipment,  except  for  tools  or  supplies  provided  by  the  employer  that  the 
employee  might  retain  after  completing  the  course.  Reimbursements  for  travel,  meal,  and  lodging 
costs  were  not  excludable. 

No  restrictions  were  placed  on  the  providers  of  the  education.  There  were  few  restrictions  on 
the  categories  of  education  for  which  reimbursement  was  excludable.  The  major  limitation  was  that 
assistance  furnished  for  sports,  games,  or  hobby  courses  was  not  excludable  unless  the  education  was 
related  to  the  employers  business. 

In  order  for  an  educational  assistance  program  to  qualify  for  the  exclusion  under  the  Act. 
employees  must  not  have  been  able  to  choose  taxable  benefits  in  lieu  of  educational  benefits. 


-19- 

Double  tax  benefits  were  precluded  by  forbidding  taxpayers  from  claiming  a  deduction  or  credit  for 
any  amount  excluded  from  income  under  the  provision. 

Nondiscrimination  rules  were  imposed  to  ensure  the  availability  of  the  benefit  to  a  broad  class 
of  employees.  The  Act  required  that  the  classification  of  eligible  employees  could  not  discriminate 
in  favor  of  employees  (or  their  dependents)  who  were  owners,  officers,  or  highly  compensated. 
Additionally,  no  more  than  five  percent  of  amounts  paid  or  incurred  under  the  plan  may  have  been  lor 
the  benefit  of  shareholders  or  owners  (or  their  spouses  or  dependents)  of  more  than  five  percent  of 
the  stock  or  capital  or  profits  interest  in  the  employer  on  any  day  of  the  year.  A  program  utilized 
to  a  greater  degree  by  one  class  of  employee  than  another  (other  than  significant  shareholders  or 
owners)  or  that  required  successful  course  completion,  or  a  particular  course  grade,  for  reimburse- 
ment under  the  program  was  not  considered  discriminatory. 

The  nondiscrimination  rules  excluded  from  consideration  employees  who  were  members  of  a 
collective  bargaining  unit  where  there  was  evidence  of  good-faith  bargaining  between  the  unit  and 
the  employer  over  the  benefit. 

2.  1984  Amendment 

In  1984.  an  amendment  to  the  Internal  Revenue  Code  extended  the  educational  assistance  program 
exclusion  retroactively  to  tax  years  beginning  after  December  31.  1983  and  ending  betbre  December 
31.  1985. 

The  amendment  imposed  a  dollar  cap  of  $5,000  on  the  amount  of  educational  assistance  benefits 
that  an  employee  could  exclude  annually  from  income.  The  limit  reflected  Congress"  concern  that  the 
unlimited  exclusion  for  educational  assistance  benefits  in  the  1978  Act  could  inflate  costs. 

Congress  also  recognized  that  the  absence  of  any  reporting  requirements  for  employers  in  the  1978 
Act  made  it  difficult  to  assess  the  operation  of  the  educational  assistance  program.  Annual 
information  returns  were  required  from  employers.  The  information  return  required:  (a)  the  number 
of  employees:  (b)  the  number  of  employees  eligible  to  participate  in  the  program:  (c)  the  number 
of  employees  participating  in  the  program:  (d)  the  total  cost  of  the  plan  during  the  year:  (e)  the 
name,  address,  and  taxpayer  identification  number  of  the  employer:  and  (f)  the  type  of  business  in 
which  the  employer  is  engaged.  Costs  to  the  employer  include  all  out-of-pocket  expenses  and.  for 
in-house  training  programs,  all  employer  costs  directly  allocable  to  the  program.  The  information 
return  data  were  not  available  when  this  report  was  being  prepared.  The  data  would  not  permit  an 
evaluation  of  the  degree  to  which  employer  education  plans  benefit  less-educated  workers  or  provide 
training  for  new  jobs  or  new  occupations. 

Finally,  the  amendment  required  Treasury  to  report  to  the  Congress  on  the  educational  assistance 
exclusion. 

3.  The  Tax  Refonn  Act  of  1986 

The  Tax  Reform  Act  of  1986  raised  the  annual  exclusion  cap  to  $5,250.  It  also  extended  retro- 
actively for  all  of  1986  the  exclusion  for  educational  assistance,  and  extended  it  forward  unlil 
December  31.  1987. 
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II.       Specific  Rationale  for  Excluding  Educational  Assistance  from  Tax 

The  reason  for  excluding  educational  assistance  from  tax.  according  to  the  General  Explanation  of 
the  Revenue  Act  of  1978.  was  to  encourage  self-improvement  in  the  form  of  acquiring  skills  to 
advance  from  entry-level  jobs.  Prior  to  the  Revenue  Act  of  1978.  expenses  for  training  for  new  jobs 
and  occupations  were  not  deductible  if  undertaken  by  the  employee.  If  the  expenses  were  provided  by 
the  employer,  the  expenses  were  required  to  be  included  in  the  employee's  taxable  income.  Addition- 
ally, the  lack  of  an  exclusion  or  deduction  in  and  of  itself  was  seen  as  an  impediment  to  under- 
taking such  additional  training.  Finally,  the  workers  for  whom  such  education  was  believed  to  be 
the  most  important,  entry-level,  low-skilled,  low-paid  workers,  were  those  for  whom  the  out-of- 
pocket  tax  payment  for  the  additional  tax  liability  was  the  greatest  percentage  of  total  income  and 
therefore  believed  to  be  the  greatest  burden. 

The  potential  arbitrariness  of  case-by-case  decisionmaking  about  the  excludabiiity  of  educational 
assistance  payments  under  prior  law  was  perceived  as  an  additional  impediment.  Case-by -case 
decisionmaking  also  imposed  administrative  costs  on  the  Internal  Revenue  Service,  employers,  and 
individuals. 

Generally,  an  employer  has  greater  incentives  to  share  in  the  cost  of  job-related  employee 
training  than  in  training  that  either  is  more  general  or  is  specifically  aimed  at  jobs  other  than 
the  current  one.  The  employer  expects  to  share  in  the  returns  to  job-related  education  that  make 
the  employee  more  productive  in  the  current  job  and  therefore  is  willing  to  share  the  costs.  When 
an  employee  undertakes  general  education  that  can  be  applied  with  equal  productivity  in  the 
employer's  job  or  in  jobs  with  other  employers,  the  employer  has  relatively  less  incentive  to  share 
in  the  costs  of  the  training.  In  the  case  of  training  for  skills  unrelated  to  the  employer's  job. 
an  employer  has  even  less  incentive  to  share  in  training  costs  and  may  expect  to  incur  costs  to 
replace  workers  who  quit. 

Pre- 1978  law  provided  tax  incentives  for  employers  to  provide  job-related  training  rather  than 
non-job-related  training.  Employer  expenditures  on  job-related  training  were  excluded  from  employee 
income,  were  deductible  to  the  employer  as  employee  compensation,  and  were  not  included  in  the 
Social  Security  payroll  tax  base.  Employers  therefore  could  provide  job-related  training  at  a  lower 
cost  than  they  could  provide  a  comparable  increment  in  after-tax  cash  wages  because  the  addition  to 
pre-tax  wages  would  have  had  to  compensate  the  employee  for  additional  federal  income  tax  and  Social 
Security  liabilities,  and  the  employer  also  would  have  faced  additional  Social  Security  tax 
liabilities.  Employer  expenditures  on  training  for  new  jobs  and  occupations,  however,  were  included 
in  taxable  employee  income  and  were  deductible  as  employee  compensation. 

Section  127  increased  employee  incentives  to  request  employer-provided  non-job-related  training 
by  excluding  such  training  from  the  employee's  taxable  income.  It  also  raised  employer  incentives 
to  provide  such  training  as  a  benefit,  because  the  exclusion  from  employee  income  increased  the 
value  of  the  benefit  to  the  employee  compared  to  (taxable)  cash  wages.  Employer  non-tax  incentives 
to  provide  such  training  were  altered  little,  however,  except  to  the  extent  that  employee  demand  for 
this  type  of  training  could  increase.  At  the  same  time,  by  permitting  written  plans,  section  127 
reduced  employer  administrative  costs  and  thereby  enhanced  the  already  strong  tax  and  non-lax 
employer  incentives  to  provide  job-related  training  to  employees. 
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III.      Empirical  Evidence 

Four  data  sources  shed  light  on  different  aspects  of  the  effect  of  section  127.  Trends  in  adult 
education  (both  employer-provided  and  not),  payment  sources,  and  characteristics  of  adult  education 
participants  over  the  1969-1984  period  are  provided  by  the  Current  Population  Survey  (CPS).  TheCPS 
data  show  that  the  number  of  adult  education  courses  and  adult  education  participation  rates 
increased  sharply  after  1978.  Over  the  1969-1984  period,  adult  education  participants  were 
increasingly  likely  to  be  better  educated  than  the  adult  population  as  a  whole.  Participants  in 
employer  education  assistance  plans,  according  to  the  American  Society  for  Training  and  Development, 
had  earnings  well  above  those  of  the  median  worker.  Chamber  of  Commerce  data  show  wide  variability 
across  industries  in  both  participation  and  in  dollar  outlays  for  all  employee  education  expendi- 
tures made  by  employers.  Finally,  data  from  the  Department  of  Labor  show  that  in  medium  and  large 
size  firms,  professional  and  administrative  employees  are  much  more  likely  than  production  workers 
to  be  eligible  for  employer  educational  assistance  plans. 

A.    Current  Population  Surveys,  1969-1984 
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Figures  2  through  5  are  based  on  the  1969  through  1984  CPS  adult  education  supplements.  The 
CPS  is  the  primary  source  of  information  on  the  receipt  of  employer-provided  educational  benefits. 
Every  third  year  between  1969  and  1984.theU.S.  Department  of  Education  sponsored  a  supplement  to 
the  May  Current  Population  Survey  on  participation  in  adult  education.  Information  on  adult 
education  panicipants.  courses,  providers,  and  financing  were  reported  by  respondents  in  national 
samples  of  about  60.000  households.    Sample  data  were  weighted  to  represent  national  totals. 

The  number  of  job-related  adult  education  courses  increased  sharply  after  1978.  as  shown  in 
Figure  2.  The  number  of  job-related  courses  grew  slowly  between  1969  and  1978.  from  I  1  million  to 
15  million  courses  per  year,  and  accounted  for  about  half  of  all  adult  education  courses. 

After  1978.  the  number  of  job-related  courses  increased  at  a  much  faster  rate,  to  about  22 
million  in  1981  and  to  about  26  million  in  1984.  and  accounted  for  two-thirds  of  all  courses  in 
1984.  By  contrast,  non-job-related  courses  did  not  grow  as  fast,  increasing  from  about  9  million  in 
1969  to  1  I  million  in  1978.  and  levelling  out  at  about  15  million  between  1981  and  1984. 

The  employer  share  of  payments  for  all  adult  education  courses,  including  job-related  and 
non-job-related  courses,  rose  by  nearly  60  percent  between  1969  and  1984.  as  shown  in  Figure  3. 
Employers  paid  for  23  percent  of  adult  education  courses  in  1969.  By  1984.  the  employer  share  rose 
to  36  percent.  Job-related  adult  education  provided  or  sponsored  by  employers,  shown  in  Figure  4. 
grew  72  percent,  from  25  percent  in  1969  to  43  percent  in  1984. 

A  combination  of  factors  contributed  to  the  growth  in  adult  education,  especially  job-related 
education.  Growth  in  the  adult  population  accounts  for  some  of  the  increase.  The  adult  population 
grew  33  percent  between  1969  and  1984.  Over  the  same  period,  the  percentage  of  adults  participating 
grew  by  40  percent,  rising  from  10  percent  in  1969  to  14  percent  in  1984.  The  growth  in  partici- 
pation was  greatest  for  adults  between  the  ages  of  35  and  54.  as  Figure  5  shows.  The  combination  ot 
increased  population  and  higher  participation  rates  produced  a  79  percent  increase  in  the  number  ot 
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panicipants  in  adult  education.  Further,  the  average  number  of  courses  per  participant  increased 
from  1.5  to  1.8  per  year.  Educational  institutions  facing  declining  college-age  populations  have 
contributed  by  extending  their  offerings  to  attract  adult  students. 

The  CPS  does  not  include  information  on  whether  employer-provided  adult  education  is  provided 
through  an  employer  educational  assistance  program.  It  is  not  possible,  therefore,  to  determine 
precisely  how  much  of  the  post- 1978  increase  in  adult  education,  and  in  the  employer  share  of 
payment,  can  be  attributed  to  section  127. 

Table  3  compares  the  characteristics  of  participants  in  all  forms  of  adult  education  in  1969  and 
1984.  and  also  compares  characteristics  of  participants  to  characteristics  of  the  entire  adult 
population  in  each  year.  Between  1969  and  1984.  the  education  level  of  adult  participants  in- 
creased. In  1969.  84  percent  of  participants  had  at  least  a  high  school  diploma,  and  26  percent  had 
a  bachelor's  or  higher  degree.  By  1984.  92  percent  of  participants  had  at  least  a  high  school 
education,  and  36  percent  had  a  bachelors  or  higher  degree.  The  education  level  of  the  adult 
population  also  rose  during  that  period,  from  56  percent  with  at  least  a  high  school  education  in 
1969  to  63  percent  in  1984. 

In  both  1969  and  1984.  participants  in  adult  education  were  better  educated  than  the  adult 
population,  and  the  difference  grew  during  this  period.  Disproportionately  few  participants  in 
adult  education  had  less  than  a  twelfth  grade  education  relative  to  the  population  in  general  (16 
percent  versus  44  percent  in  1969.  and  8  percent  versus  27  percent  in  1984).  The  proportion  of 
participants  who  were  high  school  graduates  but  had  no  further  formal  education  fell  from  39  percent 
of  participants  in  1969  to  only  30  percent  in  1984.  Table  2  shows  that  by  contrast,  the  proportion 
of  high  school  graduates  in  the  adult  population  grew  from  34  percent  to  38  percent.  Finally,  the 
proportion  of  adult  education  participants  with  at  least  some  college  education  rose  from  46  percent 
in  1969  to  62  percent  in  1984.  In  both  years,  these  proportions  greatly  exceeded  the  proportion  of 
all  adults  who  had  some  college  education  (22  percent  in  1969  and  35  percent  in  1984). 

Adult  education  participants  in  both  years  were  typically  from  families  with  incomes  well  above 
the  median.  This  income  differential  may  suggest  that  participants  were  likely  to  be  better 
educated  than  the  average  or  marginal  employee  at  whom  section  127  was  targeted.  Table  3  shows  that 
only  32  and  35  percent  of  participants  were  in  families  with  below-median  incomes  in  1969  and  1984. 
respectively. 

Executive/managerial  workers  and  professional/technical  workers  were  over- represented  amon  g  adult 
participants  in  both  years  compared  to  their  representation  in  the  population.  Administrative 
support  workers  participated  almost  exactly  proportionately,  while  sales  and  sen'ice  workers  were 
under-represented.  Participants  in  adult  education  were  more  likely  to  be  in  well-paying  profes- 
sions with  education  and  training  requirements  and  less  likely  to  be  in  occupations  that 
traditionally  offer  fewer  opportunities  for  training  and  advancement. 

B.    American  Society  for  Training  and  Development 

The  American  Society  for  Training  and  Development  (ASTD)  conducted  a  survey  of  employer- 
provided  education  assistance  plans  in  early  1985.  The  survey  of  1 .000  public  and  private  employers 
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Table  3 


Distribution  of  Adult  Education  Participants  and 

the  Adult  Population  17  Years  and  Older, 

by  Selected  Characteristics  May  1969  and  1984 


Adult  Participants 

Population  17  Years 

Old  and  Over 

Charaaeristic 

igw 

19S4 

1%9 

19«4 

Total  number  (in  thousands) 

13,041 

23.303 

130.251 

172,583 

Total  percent 

100% 

100% 

100% 

100% 

Sex: 

Men 
Women 

52 
48 

45 
55 

47 
53 

47 
53 

Race: 

White 
Black 
Other 

92 

7 
1 

92 
6 

2 

89 
10 

1 

86 
11 

3 

Ethnicity: 
Hispanic 

- 

3 

- 

6 

Age  group: 
17-34 
35-54 
55  and  over 

53 
36 

n 

50 
38 

12 

37 
35 
28 

42 
30 
28 

Education  level: 

Less  ilian  12th  grade 
High  school  graduates 
Some  college  (1  to  3  5'ears) 
Bachelor's  degree  or  higher 

16 
38 
20 
26 

R 

30 
26 
36 

44 
34 
12 
10 

27 
38 
18 
17 

Regions: 

Northeast 
North  Central 
S<Miih 
Wcsi 

23 
30 

24 

17 
26 
31 

24 

25 
28 
31 
16 

5 

34 
20 

Income  group: 

Above  median  family  income 
Below  median  family  income 

Latx>r  force  status: 
Einployet.1 
Unemployed 

Keeping  house,  going  to  school 
Other  (retired,  etc.) 

Occupational  groups:* 

Executive/ managerial 
Prot'essional/lcchnical 
Administrative  support 
Sales  and  service 
Other 


68 

32 


78 

t 

18 
3 


11 
33 
17 
16 

23 


65 
35 


81 

4 
12 
3 


15 
31 

17 
20 

17 


50 
50 


57 
3 
27 
13 


9 
13 
15 

27 
36 


50 
50 


61 
5 

22 
13 


11 
15 
16 

26 

32 


Source:        U.S.  Deparimeni  of  Education.  Center  for  Educational  Statistics,  Tiends  in  Adiill 
Education  1969-1984.  Table  1.  page  3.  1987 

'       The  basis  of  these  percentages  are  employed  adult  education  participants  and  the 
eniployetl  [Kipulalion  17  years  and  older 
Not  available 


Note:     Details  may  not  add  to  totals  because  of  rounding. 
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collected  information  on  incidence,  usage,  and  costs.  Based  on  an  analysis  of  the  319  returned 
survey  forms.  ASTD  concluded  that  employer-provided  educational  assistance  was  "a  small  but 
important  part  of  workplace  training  and  retraining"  and  was  "especially  significant  for  upgrading 
employees,  creating  incentives  for  upward  mobility,  and  providing  remediaiion  and  basic  skills 
training"     . 

ASTD  cited  a  series  of  survey  tabulations  to  support  the  conclusions.  Ninety-seven  percent  of 
all  responding  employers  offered  educational  assistance  plans,  including  87  percent  of  respondents 
with  fewer  than  500  employees.  Most  employees  were  eligible,  with  eligibility  rates  running  from 
94.2  percent  for  employees  earning  less  than  $  15.000  annually  to  98. 1  percent  for  those  earning  over 
$50,000  annually.  Employees  with  salaries  under  $  15.000  accounted  for  22.0  percent  of  panicipants. 
although  they  accounted  for  only  12.0  percent  of  all  employees.  Similarly,  employees  with  salaries 
between  $  15.000  and  $30,000  accounted  for  49. 1  percent  of  participants  compared  to  44.0  percent  of 
all  employees.  ASTD  tables  show  that,  among  responding  firms,  not  only  do  smaller  firms  offer 
educational  assistance  plans,  but  a  greater  percentage  of  small  firms"  employees  use  the  plans.  In 
responding  firms  with  fewer  than  500  employees.  14.4  percent  of  employees  participate.  By  compar- 
ison. 14  percent  of  employees  participate  in  firms  with  500  to  999  employees,  while  the  overall 
participation  rate  is  only  5.6  percent. 

There  are  several  reasons  why  the  evidence  presented  in  the  ASTD  report  should  be  viewed  with 
caution.  The  ASTD  sample  may  not  be  representative  of  all  employers.  Responding  employers  were  far 
larger  than  the  average  employer.  Large  firms— firms  with  more  than  500  employees— typically  have 
employees  who  are  better  educated  and  better  paid  than  those  in  smaller  firms.  Only  38  of  319 
respondents,  or  11.9  percent,  had  fewer  than  500  employees.  By  contrast.  1982  Enterprise  Statistics 
(covering  nonagricultural  firms,  but  excluding  finance,  insurance,  and  real  estate  and  telecommuni- 
cations and  public  utilities)  show  that  98  percent  of  all  enterprises  had  fewer  than  500 
employees.  An  alternative  tabulation  that   includes  all   industries,  based  on  a    1979  linkage 

between  employment  tax  and  income  tax  returns,  showed  that  99.9  percent  of  all  firms  had  fewer  than 
500  employees. 

Similarly,  the  distribution  of  responding  firms  across  industries,  and  the  distribution  of 
employment  across  industries  of  responding  firms,  differs  markedly  from  national  distributions.  In 
the  ASTD  survey,  manufacturing  is  disproportionately  represented,  with  35  percent  of  employers.  59 
percent  of  employees  and  60  percent  of  nonagricultural  employees.  In  the  nonagricultural  U.S.  econ- 
omy, by  contrast,  manufacturing  accounted  for  only  19  percent  of  nonagricultural  employment. 

Finally,  the  ASTD  report  also  presents  additional  tables  of  survey  data  beyond  those  on  which  its 
conclusions  are  based,  and  the  data  in  those  tables  yield  a  picture  of  plan  participants  that 
confiicts  with  ASTDs  conclusions.  The  lowest  paid  employee  group  reported  by  ASTD.  those  earning 
under  $15,000  in  1985.  had  a  participation  rate  of  6.7  percent,  and  accounted  for  only  17  percent  of 
participating  employees  forwhom  salary  was  reported.  Employeeseaming  between  $15. 000  and  $30. 000 
had  a  slightly  lower  participation  rate  of  6.2  percent.  Employees  earning  between  $30,000  and 
.$49,999  had  a  higher  participation  rate.  7.5  percent,  and  accounted  for  25  percent  of  those  forwhom 
salary  was  reported.  Average  expenditures  reported  per  participant  also  rose  with  salarv.  Partici- 
pating employees  earning  under  $15,000  received  about  $400  in  educational  assistance  and  those 
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eaming  between  $  1 5 .000  and  $30 .000  received  about  $600.  while  participants  earning  between  $30,000 
and  $50,000  received  about  $900  and  participants  earning  over  $50,000  received  about  $1,700. 

C.  Chamber  of  Commerce 

The  Chamber  of  Commerce  of  the  United  States  conducted  a  survey  of  employee  benefit  practices  in 
7.807  firms  in  1985.  Only  1.000  firms,  or  12.8  percent  of  surveyed  firms,  responded.  The  distri- 
bution of  responding  firms  across  employment  and  firm  size  categories  also  is  not  nationally 
representative.  Responding  firms  were  smaller  on  average  than  those  in  the  ASTD  survey,  with  35.3 
percent  having  fewer  than  500  employees.  A  higher  proportion  of  employers~42  percent—were  in 
manufacturing. 

The  Chamber  of  Commerce  collected  data  for  all  employee  education  expenditures,  including  but  not 
limited  to  formal  employee  educational  assistance  plans.  The  Chamber  of  Commerce  participation 
rates  and  outlays.  like  those  from  the  CPS.  therefore  overstate  participation  rates  and  outlays  for 
educational  assistance  plans  alone.  Sixty-nine  percent  of  responding  companies  report  expenditures 
for  employee  education.  The  proportion  of  employers  reporting  expenditures  varies  by  industry. 
Fifty-six  percent  of  manufacturing  industry  employers,  and  78  percent  of  nonmanufacturing  employers, 
report  these  expenditures.  Within  these  two  broad  industry  categories,  the  percentage  reporting 
expenditures  varies  widely,  ranging  within  manufacturing  from  32  percent  in  primary  metals  to  74 
percent  in  electrical  machinery,  and  within  nonmanufacturing  from  30  percent  in  department  stores  to 
91  percent  in  hospitals. 

Dollar  expenditures  also  vary  widely  across  industries.  The  average  responding  employer  paid  $63 
per  employee  (participating  and  nonparticipating)  annually  for  all  employee  educational  expendi- 
tures. The  variability  in  annual  per  employee  expenditures  across  industries  is  at  least  as  great 
as  llie  variability  in  paying  at  all.  Manufacturing  employers  averaged  $36.  compared  to  $82  tor 
nonmanufacturing  employers.  Within  nonmanufacturing.  department  stores  paid  an  average  of  $6 
annually,  compared  to  $92  for  banks. 

D.  Department  of  Labor 

The  Department  of  Labor  conducts  an  annual  survey  of  the  incidence  and  characteristics  of 
employee  benefit  plans  in  medium  and  large  firms.  The  1985  sample  of  1.509  firms  in  eight  major 
industry  divisions  provides  nationally  representative  data  for  full-time  workers.  The  minimum 
employment  size  of  firm  varied  with  the  industry,  ranging  from  50  employees  in  selected  services  to 
250  in  mining,  construction,  and  retail  trade.     Survev  results  were  based  on  data  from    1.335 

28 

responding  firms,  adjusted  for  missing  data  from  partial  responses  and  total  refusals.  In  1985. 
76  percent  of  employees  in  medium  and  large  firms  were  eligible  for  full  or  partial  defrayment  o\' 
education  expenses  through  employer-paid  assistance,  with  27  percent  eligible  for  full  defrayment 
and  49  percent  eligible  for  partial  defrayment  of  expenses.  Eligibilit\'  varied  with  occupation,  as 
shown  in  Table  4.  Full  or  partial  defrayment  of  expenses  was  available  for  68  percent  o(  production 
workers,  compared  with  86  percent  of  professional  and  administrative  employees.  Complete  repaxmeni 
was  available  to  only  22  percent  of  production  employees  compared  to  32  percent  of  professional, 
administrative,  technical,  and  clerical  employees.  No  data  on  actual  participation  or  reimbursement 
are  collected  in  the  survev. 
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IV,      Evaluation  of  the  Exclusion  of  Educational  Assistance  Benefits 

The  arguments  for  giving  a  tax  subsidy  to  an  employee  benefit  must  be  balanced  against  the 
potentials  for  misallocations  of  resources  and  inequitable  distribution  of  the  subsidy.  Exclusions 
for  fringe  benefits  typically  are  justified  because  they  serve  a  social  purpose  or  are  based  on 
scale  and  risk  pool  efficiencies.  Potential  drawbacks  include  overconsumption  of  the  targeted  good 
and  greater  benefits  accruing  to  high-paid,  high-taxed  employees  when  the  targeted  group  is  low-paid 
workers. 

Education  expenses  paid  by  the  employer  and  used  to  maintain  or  improve  skills  in  the  current  job 
were  not  required  to  be  included  in  employee  income  prior  to  1978.  subject  to  a  case-by-case 
determination  by  the  IRS.  Section  127  removed  that  case-by-case  determination  rule.  Another 
specific  objective  of  section  127  was  to  exclude  from  employee  income  employer-paid  training  for 
upward  mobility,  that  is.  training  for  a  new  job  or  a  new  occupation.  This  employer  payment 
otherwise  was  included  in  employee  income. 

Job-related  adult  education,  by  any  of  several  measures,  grew  sharply  after  1978.  Despite  this 
overall  increase,  the  CPS  data  in  Table  5  clearly  show  that  nearly  all  employer-paid  adult  education 
(94  percent)  is  taken  for  job-related  purposes,  and  that  most  of  that  job-related  education  (88.6 
percent)  is  taken  to  improve  performance  in  the  current  job.  Only  3.9  percent  of  employer-paid, 
job-related  adult  education  courses  are  taken  to  qualify  for  a  job  in  a  new  occupation,  and  only  1.7 
percent  of  these  job-related  courses  are  taken  to  qualify  for  a  new  job  in  the  same  occupation.  Most 
adult  education  undertaken  for  upward  mobility  is  provided  by  non-employer  sources,  primarily  the 
student  or  the  students  family.  Of  all  adult  education  courses  taken  for  these  purposes- 
regardless  of  payment  source-in  1984.  only  16.5  percent  of  courses  taken  to  prepare  for  new  jobs  or 
new  occupations  were  employer-paid.    The  remaining  83.5  percent  were  paid  by  other  sources. 

The  CPS  data  may  understate  the  proponion  of  adult  education  courses  taken  for  advancement  in 
new  jobs  and  occupations  because  the  training  for  the  current  job  may  also  be  useful  for  those 
purposes.  Some  misreporting  of  purposes  also  is  possible.  But  even  doubling  the  upward  mobility 
share  of  employer-paid  job-related  courses  (that  is.  a  doubling  of  the  3.9  percent  taken  to  qualify 
for  a  new  job  in  a  new  occupation  and  the  1.7  percent  taken  to  qualify  for  a  new  job  in  the  same 
occupation)  would  raise  that  share  to  only  1 1.2  percent. 

The  CPS  data  for  1969  and  1984.  given  in  Table  3.  showed  that  most  participants  in  adult 
education,  regardless  of  payment  source,  were  better  educated  than  average,  and  were  more  likely  to 
be  executive,  managerial,  technical,  or  professional  workers.  Furthermore,  both  of  these  character- 
istics became  more  pronounced  between  1969  and  1984.  Workers  with  lower  levels  of  education  and 
those  in  lower  paying  occupations  became  relatively  less  likely  to  benefit  from  the  educational 
opponunities  subsidized  by  section  127. 

Data  from  the  most  nearly  representative  of  the  employer  sur\eys.  ihe  1985  Department  of  Labor 
study,  also  show  that  professional,  technical,  administrative  and  clerical  workers  are  more  likely 
than  production  workers  to  be  eligible  for  employer  educational  assistance,  and  more  likely  also  to 
be  eligible  for  full  reimbursement  or  defrayment  of  expenses. 
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Chamber  of  Commerce  data  show  that  workers  in  manufacturing,  who  may  need  greater  access  to 
training  for  new  occupations  in  response  to  structural  changes  in  the  economy,  are  less  likely  to 
work  for  employers  who  pay  for  employee  training  than  are  workers  in  nonmanufacturing. 

The  only  data  source  to  conclude  that  employer  educational  assistance  plans  accomplish  the 
congressional  objectives  of  providing  additional  opportunities  for  retraining  and  obtaining  basic 
upward  mobility  skills  to  relatively  disadvantaged  workers  is  the  1985  ASTD  survey.  The  alternative 
evidence  given  in  the  ASTD  report,  showing  higher  participation  rates  for  employees  earning  $30,000 
to  $50,000.  together  with  educational  assistance  expenditures  that  rise  with  income  class  and  were 
worth  more  (because  of  progressive  tax  rates)  to  higher-income  employees,  must  be  balanced  against 
that  conclusion. 

As  was  shown  in  Chapter  2.  a  tax  subsidy  can  encourage  consumption  of  educational  benefits.  Tax 
subsidies  to  adult  education  may  well  have  contributed  to  rising  education  costs  and  to  increasing 
amounts  of  adult  education.  The  subsidy  and  rising  costs  both  constitute  additional  burdens  borne 
by  workers  whose  employers  do  not  offer  the  benefit  and  by  unemployed  taxpayers.  The  preferential 
treatment  of  education  benefits  also  shifts  tax  burdens  away  from  relatively  high-paid  workers  to 
relatively  low-paid  workers. 

Although  there  has  been  an  increase  in  employer-provided  training  after  enactment  of  section  127. 
most  of  the  increase  has  been  related  to  the  employee's  current  job.  Provision  of  training  to 
enable  employees  to  take  on  new  jobs  in  new  occupations,  a  primary  concern  when  the  amendment  was 
enacted,  appears  have  been  only  modestly  affected.  This  lack  of  effect  appears  to  be  due  in  part  to 
the  relative  advantage  the  amendment  gives  to  the  already  strong  non-tax  incentives  for  employer 
provision  of  training  related  to  the  current  job  compared  to  the  incentives  to  employer  provision  of 
non-job-related  training. 

V.  Estimated  Revenue  Loss 

The  income  tax  revenue  loss  from  excluding  employer-provided  educational  assistance  in  calendar 
year  1987  is  estimated  to  be  $210  million.  An  additional  $125  million  in  Social  Security  taxes  was 
lost.  If  section  127  were  reinstated  effective  January  1.  1988  (enactment  date  of  July  I.  1988). 
the  total  revenue  cost  for  calendar  year  1988  would  be  $300  million,  which  is  less  than  (he  1987 
level  in  part  because  of  lower  income  tax  rates. 

It  should  be  noted  that  this  estimate  does  not  reflect  the  effect  of  section  127  on  the  provision 
of  job-related  training,  almost  all  of  which  would  be  an  excludable  expense  in  any  case,  ll  is 
assumed  thai  the  provision  of  job-related  educational  assistance  will  not  decrease  due  to  the 
expiration  of  section  127. 

VI.  Conclusion 

Section  127.  which  expired  at  the  end  of  1987.  should  not  be  reinstated.  The  exclusion  o\' 
emplover-provided  educational  assistance  from  taxable  employee  income  which  was  permitted  by  section 
127  failed  to  meet  a  primary  congressional  objective.     Two  of  the  stated  objectives,   reducing 
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administrative  costs  for  both  the  government  and  taxpayers  and  ensuring  consistent  treatment  of 
taxpayer  education  expense  exclusions,  appear  to  have  been  met.  The  third  objective,  encouraging 
upward  mobility  of  lower  paid  and  lesser  educated  workers  through  skill  acquisition,  appears  not  to 
have  been  met  at  all.  Despite  an  upsurge  in  job-related  training  after  section  127  was  enacted  in 
1978.  employer-provided  training  for  upward  mobility  remains  a  small  share  of  all  employer-provided 
training  and  employer-provided  training  remains  a  small  share  of  aJl  upward  mobility  training.  At 
the  same  time,  section  127  may  have  contributed  to  rising  education  costs  by  encouraging  increased 
consumption.  Section  127  also  decreases  vertical  equity  because  the  dollar  expended  by  the  employer 
on  employee  training  is  worth  more,  under  a  progressive  tax  structure,  to  high-paid  workers  who  face 
a  higher  tax  rate  than  it  is  worth  to  low-paid  employees. 


4.    GROUP  LEGAL  SERVICES  PLANS 


L     Legislative  History 

The  value  of  certain  employer-provided  group  legal  services  plans  was  excluded  from  employees" 
taxable  income  by  the  Tax  Reform  Act  of  1976.  The  1976  Act  created  sections  120.  which  defined  a 
qualified  group  legal  services  plan,  and  50l(c)(20).  which  provided  tax-exempt  status  to  certain 
organizations  whose  exclusive  function  was  to  form  part  of  a  qualified  group  legal  services  plan. 

The  stated  intent  of  the  1976  Act  was  to  increase  the  availabilitv  of  legal  services  to  middle 

29  " 

income  taxpayers  who.  according  to  the  General  Explanation,  may  be  the  most  under-represented 
economic  group  in  terms  of  legal  services.  Congress  provided  tax  treatment  similar  to  the  treatment 
provided  for  accident  and  health  plans.  The  law  included  nondiscrimination  and  antiabuse 
provisions,  similar  to  those  for  other  benefits,  to  help  ensure  that  the  benefits  reached  the  target 
population.  The  original  provision  was  scheduled  to  expire  at  the  end  of  1981.  but  subsequent  tax 
bills  in  1981.  1983.  1984.  and  1986  extended  sections  120  and  501(0(20)  through  1987.  The  1986 
bill  strengthened  the  nondiscrimination  provisions. 

A.    Tax  Reforni  Act  of  1976 

1 .    Exclusion  of  employer  contributions  from  taxable  income 

The  Tax  Reform  Act  of  1 976  provided  that  amounts  contributed  by  an  employer  to  a  qualified  group 
legal  ser^'ices  plan  for  employees  (or  their  spouses  or  dependents),  as  well  as  any  services  provided 
under  the  plan,  or  any  amounts  paid  to  an  employee  under  such  a  plan  as  reimbursement  tor  legal 
services  for  the  employee  or  the  employees  spouse  or  dependents,  were  excluded  from  the  employees 
taxable  income.  The  exclusion  did  not  apply  to  direct  reimbursements  made  by  an  employer  to  an 
employee. 

Under  prior  law.  the  benefit  to  an  employee  of  coverage  under  an  employerprovided  legal  services 
plan  generally  was  included  in  the  employee's  gross  income  and  social  security  tax  wage  base.  An 
offsetting  income  tax  deduction  was  allowable  to  the  employee  only  in  very  limited  circumstances. 

A  qualified  group  legal  services  plan  must  have  been  a  separate  written  plan  of  an  employer  for 
the  exclusive  benefit  of  the  employees  or  their  spouses  or  dependents.  The  plan  must  provide 
specified  benefits  through  prepayment  of.  or  provision  in  advance  for.  all  or  part  of  an  employee's 
personal  (non-business)  legal  fees.  The  payments  made  under  the  qualified  plan  could  only  be  made 
to  ( I)  an  insurance  company.  (2)  a  501(c)(20)  organization,  either  directly  or  through  certain  other 
501(c)  organizations.  (3)  an  organization  or  person  that  provides  pre-paid  personal  legal  sei-vices. 
or  (4)  some  combination  of  the  above. 

A  group  legal  sen'ices  plan  must  meet  certain  nondiscrimination  conditions  similar  to  those 
required  of  other  fringe  benefits.     These  conditions  are  intended  to  prevent  highly  compensated 
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emplovees  from  using  fringe  benefit  plans  to  shelter  a  disproportionate  share  of  their  incomes  from 
tax.  The  nondiscrimination  rules  in  the  Tax  Reform  Act  of  1976  required  that  no  more  than  25 
percent  of  total  contributions  could  be  for  employees  who  own  more  than  5  (>ercent  of  a  company 
(through  direct  ownership,  stocks,  or  profit  shares)  and  that  the  employer's  plan  be  approved  as 
nondiscriminatory  (and  otherwise  meeting  the  provisions  of  section  120)  by  the  Internal  Revenue 
Service.  The  1976  Act  funher  allowed  an  employer  to  exclude  from  consideration  for  purposes  of 
nondiscrimination  rules  employees  who  were  members  of  a  collective  bargaining  unit  if  there  was 
evidence  that  group  legal  services  plan  benefits  were  the  subject  of  good  faith  bargaining  between 
the  bargaining  unit  and  the  employer. 

2.  Tax-exempt  providers  of  legal  services  plans 

The  Tax  Reform  Act  of  1976  defined  a  new  kind  of  tax-exempt  organization  under  section 
50l(c)(20)  of  the  Code.  Such  organizations  or  trusts  have  the  exclusive  function  of  forming  part  of 
a  qualified  group  legal  services  plan  or  plans  under  section  120.  These  organizations  are  also 
permitted  to  provide  legal  services  or  indemnification  against  legal  costs,  which  are  in  addition  to 
the  legal  services  provided  under  the  plan. 

3.  Mandate  for  study 

The  1976  Act  required  a  study  by  the  Departments  of  the  Treasury  and  Labor  about  the  desira- 
bility and  feasibility  of  continuing  the  benefits  provided  by  section  120.  The  Labor  Department 
commissioned  a  survey  of  plan  characteristics  by  the  National  Resource  Center  for  Consumers  of  Legal 
Services  (NRCCLS  1981). 

B.    Subsequent  Acts 

Section  !  20  was  extended  for  two  years  by  the  Economic  Recovery  Tax  Act  of  1981.  It  was  further 
extended  for  one  year  each  by  the  Tax  Equity  and  Fiscal  Responsibility  Act  of  1983  and  the  Deficit 
Reduction  Act  of  1984.  Congress  extended  section  120  for  two  more  years  (retroactively  for  all  of 
1986)  in  the  Tax  Reform  Act  of  1986.  Section  120  expired  on  December  31.  1987. 

II.     Specific  Rationale  for  Excluding  Group  Legal  Services  Plans  from  Tax 

Preferential  treatment  for  employer-provided  prepaid  legal  services  plans  (qualified  group  legal 
services  plans)  was  believed  to  be  appropriate  because  these  plans  would  serve  the  middle  class,  who 
otherwise  were  believed  not  to  have  access  to  legal  services.  High-income  people  were  believed  to 
be  well  served  already  by  the  private  bar  and  low-income  people  had  access  to  the  publicly  funded 
Legal  Services  Corporation.  Middle-class  individuals,  by  contrast,  were  generally  ineligible  for 
Legal  Services  but  also  were  believed  to  be  unable  to  afford  the  costs  of  the  private  bar  and 
therefore  had  least  access  to  legal  services. 

The  exclusion  from  taxable  income  of  employer-provided  prepaid  group  legal  services  was  believed 
to  offer  potential  benefits  to  employers,  employees,  and  society  as  a  consequence  o\'  increasing  the 
affordability  of  legal  services.    According  to  the  General  Explanation  of  the  1976  Act.  employers 
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could  benefit  if  employees  were  able  to  seek  legal  help  early  and  avoid  serious  legal  problems  that 
disaipt  work.  Legal  senices  through  an  employment-based  group  might  be  offered  at  lower  cost  due 
to  economies  of  scale  and  risk  pooling,  and  potential  cost  reductions  due  to  prepayment.  If  group 
pre-paid  legal  services  were  accorded  tax  preferences  similar  to  other  tax-preferred  employer 
benefits,  employers  could  provide  employees  with  a  desired  benefit  at  a  lower  expenditure  than 
giving  employees  the  increase  in  salary  required  to  purchase  the  services  through  after-tax  dollars. 

III.    Description  of  Group  Legal  Services  Plans 

A.   Overview  of  group  legal  services  plans 

Prepaid  legal  services  plans  provide  free  or  reduced-cost  legal  advice  or  services  for  a  fixed 
annual  fee.  The  types  of  plan,  payment  mechanism,  and  the  scope  of  services  vary  widely.  "Access 
plans"  generally  provide  free  consultation:  advice  by  phone  or  in  person,  review  of  legal  docu- 
ments, and  discounts  on  legal  fees  for  more  complex  matters.  "Comprehensive  plans"  provide,  in 
addition  to  free  consultation,  additional  legal  services  such  as  representation  in  a  divorce,  real 
estate  transactions,  civil  or  criminal  trials. 

The  amounts  and  types  of  legal  services  provided  are  generally  limited  in  all  plan  types.  An 
"hour  bank"  plan  provides  a  fixed  maximum  number  of  hours  of  free  legal  service.  Other  plan  types 
define  dollar  or  hourly  limitations  for  each  of  a  number  of  major  categories  or  specific  legal 
services.  The  specified  legal  services  may  be  covered  totally  or  partially  (i.e..  a  copayment  may 
be  required).  In  1985.  nearly  85  percent  of  surveyed  plans  automatically  covered  family  members  of 
a  covered  employee:  the  remainder  covered  family  members  for  an  additional  fee. 

Four  txpes  of  delivery  systems  are  commonly  used  by  prepaid  legal  ser\ice  plans.  "Open  panels" 
cover  ser\'ices  provided  by  a  lawyer  of  the  member's  choice.  A  "closed  panel"  includes  onl\ 
specified  participating  lawyers.  A  "modified  panel"  includes  only  participating  lawyers,  but 
participation  in  the  panel  is  open  to  any  lawyer.  Finally,  a  "staff  panel"  provides  services 
through  a  staff  of  lawyers  employed  by  the  plan. 

Table  6  shows  the  kinds  of  legal  matters  that  were  typically  covered  by  group  legal  sen.ices 
plans  surveyed  in  1981.  The  first  part  of  the  table  describes  so-called  "Shreveport  Plans."  which 
cover  broad  categories  of  services.  The  second  section  shows  specific  kinds  of  legal  matters 
covered  by  other  legal  services  plans.  The  table  suggests  that  services  are  more  likely  to  be 
included  if  they  are  routine  or  inexpensive.  Personal  injury  cases  and  litigation  were  commonly 
excluded,  apparently  because  these  expenses  are  most  likely  to  be  covered  by  other  insurance  or 
because  litigation  is  often  arranged  on  a  contingency  fee  basis.  Tax  return  preparation  was  very 
uncommon,  perhaps  because  the  cost  of  return  preparation  was  a  deductible  expense  in  1981  or  because 
workers  preferred  to  use  other  non-lawyer  return  preparers.  Finally,  other  data  published  l"»y 
National  Resource  Center  for  Consumers  of  Legal  Sen  ices  ( N  RCCLS )  indicate  that  employment  -related 
legal  costs  (e.g..  discrimination)  were  not  tvpicallv  co\ered.  In  1 98b.  three  of  the  largest 
employer  plans  explicitly  excluded  employment  matters. 
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Table  6 


Legal  Matters  Most  Often  Included 
in  Group  Legal  Services  Plans 


Plans  Including 
the  Benefit 
(in  percent) 


Shreveport  Plans 

Advice/consultation  98.6 

Court  representation  95.7 

Office  work  94. 1 

Other  Legal  Services  Plans 


Real  estate  matters 

88.6 

Wills 

88.6 

Consumer  matters,  including  debt  problems 

88.2 

Landlord/ tenant 

82.9 

Family  matters 

82.6 

Misdemeanors 

80.9 

Divorce 

79.7 

Governmental  or  administrative  matters. 

including  public  benefits 

77.3 

Bankruptcy  (personal) 

75.4 

Traffic  matters 

75.4 

Juvenile  matters 

72.5 

Felony  matters  -  arraignment  only 

69.4 

Probate 

69.1 

Felony  matters  -  through  trial 

68.2 

Personal  injury  and/or  damage 

56.3 

Cost/expenses  of  litigation 

48.5 

Tax  return  filing 

11.8 

Source:  National  Resource  Center  for  Consumers  of  Legal  Services. 
"Prepaid  Legal  Service  Plans  in  the  Employment  Context: 
A  Report  of  Major  Characteristics  and  a  Profile  of  Plans." 
Julv  1981. 
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Group  legal  services  plans  either  cover  all  employees  or  those  who  elect  legal  services  as  part 
of  a  cafeteria  plan.  The  average  annual  cost  of  employer-paid  legal  services  is  estimated  by  NRCCLS 
to  be  about  $100  per  employee. 

B.    Types  of  group  legal  sen'ices  plans 

Group  legal  services  plans  have  been  negotiated  through  collective  bargaining  as  well  as 
provided  unilaterally  through  an  employer.  The  market  is  split  about  evenly  between  employer  paid 
and  other  prepaid  legal  services  plans  according  to  data  provided  by  NRCCLS. 

Table  7  shows  estimates  by  NRCCLS  of  the  number  of  people  covered  by  each  type  of  prepaid  legal 
ser^'ices  plan.  As  of  March  1987.  approximately  12  million  people  were  covered  by  prepaid Jegal 
services  plans.  Of  those  covered.  6.2  million  people  (52  percent  of  the  total)  were  covered  by 
employer  paid  plans.  The  next  biggest  group,  voluntary  and  individual  enrollment  plans,  included 
plans  run  through  membership  organizations  as  well  as  individual  enrollments  in  commercial  plans 
such  as  Hyatt  Legal  Sen'ices.  Together,  these  two  plan  types  covered  2.8  million  people  (23  percent 
of  covered  people).  Union  plans  covered  2  million  (17  percent)  and  student  plans  covered  one 
million  (8  percent).  The  48  percent  of  covered  people  in  non-employer-provided  prepaid  legal  plans 
were  unaffected  by  section  120. 

Table  7.    Distribution  of  Group  Legal  Services  Plans 
By  Type  of  Plan 


Type  of  Plan 


Number  of 
People  Covered 
(Millions) 

Percentage 

6.2 
5.8 

52% 
48% 

Employer  Paid 

Non-Employer  Paid 

Voluntary  and  individual  2.8  23% 

Union     '                            2.0  17% 

Student                              J_^  8% 

Total                                         12.0  100% 


Source:     National  Resource  Center  for  Consumers  of  Legal  Services  Legal  Plan 
Letter.  March.  1987. 

C.    People  who  are  covered  by  employer-provided  group  legal  sen'ices  plans 

Preferential  treatment  for  employer-provided  prepaid  legal  sen'ices  plans  was  believed  to  be 
appropriate  because  these  plans  sene  the  middle  class,  who  otherwise  were  believed  not  lo  have 
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access  to  legal  services.  High-income  people  were  believed  to  be  well-served  already  by  the  private 
bar  whereas  low-income  people  had  access  to  the  publicly  funded  Legal  Services  Corporation.  Middle- 
class  individuals,  by  contrast,  were  generally  ineligible  for  Legal  Services  but  also  were  believed 
to  be  unable  to  afford  the  costs  of  the  private  bar  and  therefore  had  least  access  to  legal 
services.  The  scant  evidence  available  suggests  that  plans  covered  by  section  120  did  provide 
relatively  greater  access  to  legal  services  to  production  workers  and  union  members. 

Labor  Department  data  for  1985  indicate  that  5  percent  of  production  employees  are  eligible  for 
prepaid  legal  services  compared  with  only  2  percent  of  professional  and  administrative  employees. 
Table  4.  in  Chapter  3.  shows  that  this  pattern  stands  in  stark  contrast  to  most  other  kinds  of 
employee  benefits,  which  are  relatively  less  available  to  production  employees. 

This  pattern  is  supported  by  survey  results  compiled  by  NRCCLS.  In  March.  1987.  more  than 
one-third  of  plan  participants  were  employees  of  American  auto  manufacturers.  These  plans  were 
negotiated  as  part  of  collective  bargaining  agreements  between  the  UAW  and  the  car  manufacturers. 
Overall.  NRCCLS  estimated  that  64  percent  of  plans  surveyed  in  1985  were  established  through 
collective  bargaining.  That  survey  reported  that  the  median  salary  of  plan  members  in  22  plans 
for  which  data  were  available  was  $22,000.  By  comparison,  median  income  of  year-round  full-time 
workers  was  $25,480  for  men  and  $16,565  for  women  in  1985.  Thus,  the  typical  participant  in 
employer-provided  prepaid  legal  services  plans  had  earnings  consistent  with  those  of  middle-class 
workers. 

rv.         Evaluation  of  the  Exclusion  of  Employer-Provided  Group  Legal  Services 

As  stated  in  the  discussion  of  educational  assistance  plans,  the  arguments  for  giving  a  tax 
subsidy  to  an  employee  benefit  must  be  balanced  against  the  potentials  for  misallocations  of 
resources  and  inequitable  distribution  of  the  subsidy.  Exclusions  for  fringe  benefits  typically  are 
justified  as  offering  private  provision  of  social  goods  or  scale  and  risk  pool  efficiencies. 
Potential  drawbacks  include  overconsumption  of  the  targeted  good  and  greater  benefits  accruing  lo 
relatively  high-paid,  high-taxed  employees  when  the  targeted  group  is  low-paid  employees. 

While  group  prepaid  legal  services  are  worthwhile  benefits  for  employers  to  provide,  there 
appears  to  be  little  justification  for  preferential  tax  treatment.  The  first  rationale  given  for 
tax  preferences—that  employers  will  save  enough  from  fewer  lost  work  days  to  justify  the  expense  of 
prepaid  legal  services—appears  to  suggest  that  prepaid  legal  services  plans  are  a  work-related 
fringe  benefit.  This  argument  does  not  justify  exclusion  of  the  value  of  prepaid  legal  serv'ices 
from  the  taxable  income  of  the  recipient,  however.  First,  in  the  kinds  of  occupations  covered  by 
group  legal  services  plans,  the  cost  of  lost  work  time  is  largely  borne  by  the  employee  through  lost 
vacation  time.  Moreover,  the  value  of  prepaid  legal  services  should  be  included  in  the  taxable 
income  of  the  recipient  regardless  of  any  benefits  provided  to  the  employer. 

The  second  and  third  arguments-that  providing  prepaid  legal  services  plans  through  employment 
groups  is  efficient-were  addressed  in  Chapter  2.  If  there  are  economies  of  scale,  the  benefits  of 
these  economies  fall  totally  on  the  employees  who  are  covered.  There  is  no  external  social  benefit 
and  thus  no  reason  for  a  Federal  subsidy.    The  argument  that  employment  groups  avoid  adverse 
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selection  because  they  combine  people  with  a  high  risk  of  large  legal  costs  with  people  at  low  risk 
similarly  does  not  justify  a  subsidy.  First,  there  are  other  groups  that  can  pool  risks  to  reduce 
premium  costs.  Second,  the  benefits  of  the  lower  premiums  only  benefit  employees  in  the  group. 
Third,  most  of  these  plans  have  caps  on  covered  legal  costs  that  would  tend  to  diminish  the  risk  of 
adverse  selection.  And.  finally,  if  the  tax-exempt  status  of  prepaid  legal  services  is  available 
through  a  cafeteria  plan,  adverse  selection  is  a  problem  because  those  who  anticipate  legal  expenses 
would  be  more  likely  to  select  prepaid  legal  services  than  some  other  benefit  in  the  plan. 

Another  argument  for  preferential  tax  treatment  is  that  early  resolution  of  legal  problems 
lowers  the  burden  on  the  court  system.  Although  this  argument  may  have  some  merit,  there  is  no 
evidence  that  it  is  true.  It  is  possible  that,  to  the  contrary,  increasing  access  to  lawyers  would 
increase  the  burden  on  the  court  system. 

A  final  argument  for  preferential  tax  treatment  is  that  legal  services  plans  should  be  afforded 
the  same  tax  treatment  as  other  fringe  benefits.  The  argument  may  have  some  merit  if  the  tax- 
preferred  status  of  other  fringe  benefits  cannot  be  changed.  However,  this  kind  of  second-best 
argument  is  valid  only  if  moving  toward  the  correct  first-best  treatment  of  fringe  benefits  in 
general  is  impossible.  Considering  fringe  benefits  one  by  one  in  the  second-best  approach  leads  to 
retaining  the  tax-preferred  status  for  all.  The  second-best  solution  results  in  a  substantial 
misallocation  of  resources  in  the  economy. 

Moreover,  it  appears  that  the  extension  of  section  120  is  not  vital  to  the  continuation  of  group 
legal  services  plans,  despite  the  lack  of  symmetry  with  other  fringe  benefits.  NRCCLS  reports  that 
"if  the  section  expires  (prepaid  legal  service!  plans  will  be  hurt.  A  few  will  end.  but  most  will 
continue"."  According  to  NRCCLS.  the  failure  of  Congress  to  extend  Section  120  permanently  has 
been  a  major  impediment  to  widespread  adoption  of  this  fringe  benefit.  Thus,  many  of  the  employers 
who  have  prepaid  legal  services  plans  would  have  them  in  any  case.  Because  many  of  these  plans  are 
viable  without  a  tax  subsidy,  much  of  the  tax  subsidy  would  represent  a  windfall  to  current 
participants.  Tax  preferences  also  implicitly  redistribute  income  and  may  diminish  the  effective 
progressivity  of  the  income  tax.  For  example,  the  preferential  tax  treatment  of  prepaid  legal 
services  plans  may  shift  the  tax  burden  away  from  relatively  highly  compensated  workers  who  receive 
the  benefit  while  increasing  the  tax  burden  on  lower  paid  workers  who  do  not  receive  it.  although 
the  extent  of  shifting  within  a  single  firm  may  be  limited  by  antidiscrimination  rules. 

The  benefits  provided  by  group  prepaid  legal  services  are  limited  by  dollar  caps  and  by 
exclusions  of  certain  services.  At  the  same  time,  the  benefit  is  costly  relative  to  likely 
expenditures.  Table  8  shows  the  weighted  average  annual  level  of  legal  expenditures  reported  by  a 
sample  of  households  in  the  Consumer  Expenditure  Survev  (CES)  in  1981.  Legal  costs  increase 
generally  with  income  (as  do  expenditures  on  many  goods).  The  table  also  shows  that  the  average 
cost  of  legal  services  is  small,  especially  relative  to  income.  In  l<586  dollars,  the  overall 
average  annual  expenditure  on  all  legal  sep.ices  is  S60.  less  than  the  $100  average  annual  premium 
reported  by  NRCCLS  for  a  limited  set  of  legal  services.  For  households  with  some  legal  expense, 
the  averace  is  $527  in  198b  dollars. 
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Table  8 


Distribution  of  Legal  Fees  by  Household  Income 
Based  on  1981  Consumer  Expenditure  Survey 


1  Average  Legal   |  Percentage  With| 

Average  Non-Zero 

Household  Income 

Fees 

Legal  Expense 

Legal  Expense 

$0- 

$5,000 

$36 

7.2% 

$495 

$5,000- 

$10,000 

$12 

9.1% 

$136 

$10,000- 

$15,000 

$30 

9.3% 

$324 

$15,000- 

$20,000 

$28 

13.6% 

$202 

$20,000- 

$25,000 

$52 

15.7% 

$330 

$25,000- 

$30,000 

$49 

10.0% 

$487 

$30,000- 

$40,000 

$96 

15.8% 

$605 

$40,000- 

$50,000 

$83 

21.3% 

$389 

$50,000- 

$75,000 

$54 

13.6% 

$396 

More  than  $75,000 

$90 

18.7% 

$480 

Total 

$41 

11.3% 

$362 

Total  in  1986  dollars 

$60 

1  1.3% 

$527 

Source:  Weighted  annual  totals  for  3.346  households  that  were  in  the  Consumer  Expenditure 
Survey  file  for  four  consecutive  quarters  starting  in  1980.  U.S.  Department  of 
Labor.  Bureau  of  Labor  Statistics.  1985. 


V. 


Estimated  Revenue  Loss 


The  income  tax  revenue  loss  from  the  exclusion  of  services  provided  under  group  legal  services 
plans  is  estimated  at  $65  million  in  calendar  year  1987.  An  additional  $40  million  of  social 
security  taxes  was  lost.  If  section  120  were  reinstated  as  of  January  1.  1988  (enactment  date  of 
July  1.  1988).  the  total  revenue  loss  for  calendar  year  1988  would  be  $90  million,  which  is  less 
than  the  1987  level  in  part  because  of  lower  income  tax  rates. 

VI.    Conclusion 


There  is  some  evidence  that  employer-provided  group  legal  services  plans  do  benefit  the  intended 
population  of  middle-class  workers.  However,  such  benefits  are  provided  at  relatively  high  cost  in 
terms  of  the  increased  tax  burden  on  other  taxpayers—many  of  whom  are  also  middle-income--and  the 
efficiency  caused  by  the  distortion  of  the  price  of  legal  services  relative  to  other  goods. 
Moreover,  the  argument  that  prepaid  legal  services  plans  provide  social  benefits  that  justify  a 
federal  subsidy  seems  unconvincing. 

Thus,  there  is  no  convincing  policy  reason  for  not  taxing  the  value  of  employer-provided  group 
prepaid  legal  services.    Section  120.  which  expired  at  the  end  of  1987.  should  not  be  reinstated. 


APPENDIX 
Problems  in  Defining  and  Measuring  Benefits 


Employee  compensation  is  conventionally  defined  as  wage  and  salary  payments  plus  fringe 
benefits.  Beyond  the  list  of  standard  employee  benefits  such  as  pensions  and  health  insurance, 
there  is  no  agreed  upon  list  of  the  noncash  components  of  compensation.  In  part,  the  lack  of 
agreement  arises  because  the  benefits  available  to  workers  in  different  occupations  and  industries 
vary  widely.  Some  benefits  are  limited  to  certain  occupations  and  industries  because  they  are  a 
consequence  of  the  firms  production  process.  Flight  attendants,  for  example,  travel  extensively  in 
the  course  of  their  jobs.  Other  benefits  are  provided  to  the  employee  because  they  enhance  the 
firm's  productive  output,  such  as  company  cars  provided  to  sales  workers.  Benefits  also  vary  with 
the  historical  practice  of  the  industry.  Employee  discounts  on  the  firms  product  are  available  in 
some  industries,  notably  those  that  provide  consumer  goods  and  services,  such  as  retail  sales  and 
transportation,  but  not  in  other  industries.  In  the  building  trades,  pension  and  health  insurance 
are  widely  available,  but  paid  vacations  are  relatively  rare. 

There  is  also  disagreement  about  how  legally  required  benefits  such  as  Social  Security  and 
unemployment  compensation  payroll  taxes  should  be  treated.  In  one  view,  these  payments  are  removed 
from  the  benefit  category  because  they  are  legally  required.  An  opposing  view  holds  that,  regard- 
less of  the  employer's  ability  to  exercise  discretion  over  these  expenses  or  the  employees  ability 
to  offer  to  work  at  a  lower  total  cost,  legally  required  benefits  must  be  included  in  the  employers 
cost  of  hiring  an  employee  and  in  the  employees  compensation. 

Yet  another  definitional  problem  relates  to  premium  pay  for  overtime  and  holidays,  shift 
differentials,  and  production  bonuses.  Dollars  spent  in  these  categories  are  included  in  payroll 
and  in  total  compensation,  but  may  be  excluded  from  benefits,  as  in  the  Chamber  of  Commerce  analysis 
of  payroll  and  benefit  costs.  The  Chamber  of  Commerce  reports  these  expenditures  were  about  5.4 
percent  of  total  compensation  in  1985. 
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Benefits  can  be  measured  either  as  the  cost  to  the  employer  or  as  the  value  to  the  employee. 
Both  measures  present  problems.  For  some  benefits,  a  possible  measure  of  employer  cost  is  employer 
pavments  to  a  third-party  provider  of  the  benefit.  For  employers  who  make  third-party  payment,  this 
measure  ignores  self-interested  motives  the  employer  might  have  for  providing  the  benefit.  For 
example,  pensions  might  be  provided  to  employees  as  part  of  a  long-term  implicit  employment  contract 
as  an  incentive  to  decrease  costly  employee  turnover.  If  this  motive  applies,  the  correct  employer 
cost  would  be  outlays  net  of  decreases  in  turnover  costs.  This  correct  measure  is  difficult  to 
obtain  because  turnover  costs  are  hard  to  estimate.  Where  employers  self-insure,  obtaining  a 
comparable  cost  measure  is  difficult  because  the  outlays  represent  insurance  benefits  instead  of 
insurance  premiums. 

Measuring  the  value  oi'  benefits  to  the  employee  would  be  difficult  even  if  employer  cost  could 
be  measured  accurately.  Employees  may  value  the  same  benefit  differently.  For  example,  risk-averse 
emplovees  may  value  job  safety  more  than  employees  who  are  not  risk  averse,  younger  employees  may 
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vaiue  future  pension  benefits  less  than  older  workers,  etc.  If  labor  markets  were  perfectly 
competitive  and  heterogeneous,  employees  would  choose  jobs  where  the  complete  compensation  package 
most  closely  matched  their  preferences.  If  workers  chose  jobs  in  this  way.  the  value  of  a  benefit 
would  be  higher  for  workers  whose  jobs  offered  the  benefit  and  lower  (below  the  employer's  cost)  for 
workers  not  offered  the  benefit.  Therefore,  employer  cost  would  be  an  inaccurate  measure  of 
employee  benefit. 

Group  prepaid  legal  plans  and  employer  educational  assistance  plans  are  generally  agreed  to 
represent  employee  benefits.  The  analysis  in  Chapters  3  and  4  of  this  study  uses  employer  outlays 
to  approximate  the  value  of  these  benefits  as  components  of  employee  compensation.  For  both 
benefits,  employer  costs  are  relatively  easier  to  measure  than  the  value  of  the  benefit  to  the 
employee. 


FOOTNOTES 

^Tlie  definition  and  measurement  of  fringe  benefits  presents  problems  that  are  discussed  in  the  appendix.  For  example, 
some  would  notclassifv  Social  Security  and  unemployment  insurance  as  fringe  benefits  becausethey  are  required  by  law.  The 
cost  to  the  emplover  of  fringe  benefits  may  not  accurately  reflect  the  value  of  these  benefits  to  employees. 

^The  total  tax  expenditure  estimates  do  not  take  into  account  interactions  between  tax  expenditure  estimates  for 
different  fringe  benefits. 

^Sec  Broder  (I960)  for  example. 

■"See  U.S.  Congress  (1987)  for  a  brief  history  of  the  tax  treatment  of  employee  benefits. 

^  Allen  (1969). 

^McMenamin  and  Russell  (1983). 

'  The  National  Income  and  Product  Accounts  data  do  not  provide  more  detailed  categories  of  compensation  than  wages  and 
salaries,  supplements,  and  social  insurance  for  1929  forward.  Separating  tax-preferred  benefit  growth  or  examining  the 
contribution  of  paid  leave  to  the  wage  and  salary  portion  of  compensation  or  other  detailed  breakdowns  are  not  possible. 
The  data  also  are  affected  bv  the  changing  mix  of  occupations  and  industries  in  national  employment,  as  well  as  by  cyclical 
effects.    Unfortunately,  data  are  not  available  for  this  historical  period  from  other  sources. 

*  The  Emplovment  Cost  Index  measures  the  rate  of  change  of  compensation  including  wages  of  a  fixed,  nationally  repre- 
sentative mix  of  jobs.  The  ECI  therefore  is  unaffected  by  changing  employment  patterns  and  cyclical  shifts  in  hours  worked 
unle.ss  the  shifts  cause  changes  in  overall  compensation  of  the  selected  jobs.  Rather,  it  tracks  the  basic  employment  cost 
of  a  fixed  package  of  labor  input. 

'  1978  data  cited  in  Smeeding  (1983). 

"Oi  (1962). 

^^  These  incentivesare  somewhat  mitigated  because  unemployment  insurancepremiums  are  partially  experience-rated,  so 
laying  off  or  tiring  an  emplovee  raises  insurance  costs. 

^'Horizoninl  and  vertical  equir.'  are  criteria  for  assessing  the  "fairness"  of  n  tax  svstem.  Horizontal  equitv  requires 
thai  people  with  similar  abilities  to  pay  tax  should  pay  similar  amounts  of  tax.  Vertical  equity  (sometimes  referred  to  as 
■progressivin,'")  requires  that  individuals  with  greater  ability  to  pay  should  pay  proportionately  more  tax  than  less- 
advantaged  people. 

^^The  credit  for  dependent  care  expenses  is  an  example  of  a  progressive  tax  credit,  where  the  amount  of  the  credit 
declines  as  income  rises.  The  dependent  care  provisions,  however,  are  not  completely  progressive  because  higher  income 
families  can  often  avoid  the  progressivity  of  the  child  care  credit  by  arranging  with  their  emplovers  for  child  care 
expenses  to  be  provided  as  part  of  a  cafeteria  plan  or  for  the  employer  to  provide  child  care  facilities  directly.  The 
child  care  credit  is  also  not  refundable. 

^""To  simplify  matters  somewhat,  it  is  assumed  that  the  fringe  benefit  is  a  compositeof  two  goods.  One  provides  purelv 
social  benefits  while  the  other  is  a  purelv  private  good.  The  nontaxation  of  the  purelv  social  component  is  assumed  to  lie 
justifiable.  The  following  analvsis  considers  the  effect  of  the  nontaxation  of  the  private  component  of  liie  fringe  benefit. 
It  should  be  made  clear  that  this  analvsis  would  apply  to  any  special  exclusion-for  example,  the  nontaxation  ot  imputed 
rent  on  owner-occupied  housing— and  not  just  fringe  benefits. 

^^  For  example,  part-time  workers  and  non-unionized  bluecoliar  workers  tend  to  receive  moreof  theircompensationinihe 
form  of  wages.  Minimum  wage  laws  also  give  emplovers  of  low-skilled  workers  an  incentive  to  provide  all  or  most  of 
compensation  in  the  form  of  wages. 

Prices  of  goods  complementary  with  the  fringe  benefit  niav  also  increase,  as  discussed  below. 

^^See  Cloifelter  (1979). 
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1  8 

Although  this  adjustment  requires  higher  marginal  tax  rates  for  higher  income  taxpayers,  which  has  costs  in  terms  of 
efficiency. 

1  9 

Although  some  goods  that  are  very  close  complements  to  the  fringe  benefit  would  increase  in  price  as  their  demand 
increased,  overall,  the  price  of  non-subsidized  goods  has  to  decrease. 

^°U.S.  Department  of  Education  (1987). 

American  Society  for  Training  and  Development  (ASTD).  (1985). 

"astd.  p.  1. 

^^ASTD.  Table  7.  page  15. 

2  4 

U.S.  Department  of  Commerce  (1986).  Table  7. 

U.S.  Department  of  Treasury  tabulations,  unpublished  (1985). 

Economic  Report  of  ihe  President  (1988). 

U.S.  Chamber  of  Commerce  (1986). 

^'u.S.  Department  of  Labor  (1986). 

"u.S.  Congress  (1976). 

This  section  draws  on  information  provided  by  the  National  Resource  Center  for  Consumers  of  Legal  Services 
(NRCCLS).  Data  on  plan  characteristics  in  198!  are  from  the  July  1981 .  NRCCLS  study.  "Prepaid  Legal  Service  Plans 
in  the  Employment  Context:  A  Report  of  Major  Characteristics  and  a  Profile  of  Plans. "  commissioned  by  the 
Labor  Department. 

^^  NRCCLS  (1986). 

NRCCLS.  Le.'^al  Plan  LetterNo.  81 .  July  12.  1985.  Based  on  74  respondents  to  a  mail  survey,  the  median  cost  for 
prepaid  legal  plans  including  non-cmployer-provided  plans  was  $100.  NRCCLS  believes  that  this  is  a  reasonable  estimate 
for  the  average  cost  of  emplover-provided  prepaid  legal  plans  and  that  the  cost  is  not  increasing  over  time.  See.  e.g.. 
NRCCLS.  Uycil  I'lan  Uiicr  Siipi^lcinaii  ^o.   109.  August  8.   1986. 

NRCCLS.  Aggregate  Legal  Ser\ices  Plan  Statistics:    Growth  -  .Market  Penetration  -  Plan  Types.  March  1987. 

3  4 

The  estimate  for  covered  people  includes  family  members.  NRCCLS  arrives  at  this  number  by  multiplying  the  nuniberot 
employees  covered  by  2.6.  their  estimate  of  average  family  size. 

Plans  financed  by  union  dues  may  be  affected  by  the  tax  treatment  of  miscellaneous  deductions,  which  include 
union  dues. 

^^NRCCLS.  Le^al  Plan  Letter  No.  81.  July  12.  1985. 

Economic  Report  oj  the  President  (1988).  median  incomes  of  persons  15  years  old  and  over  who  work  full-time  and 
year-round. 

"nRCCLS.  Lefiol  Plan  Letter  No.   126.  April  17.  1987. 

3  9 

Differences  between  classes  may  be  skewed  by  a  few  observ'ations  because  of  the  small  sample  size. 

40 

Both  income  and  consumption  expenditures  tend  to  he  understated  in  the  CES.  Nonetheless,  the  data  provide  strong 
evidence  that  legal  expenses  are  generally  small  relative  to  income. 

4  1 

U.S.  Chamber  of  Commerce  (1986). 

4  2 

There  is  a  substantial  literature  on  measuring  the  emplover  cost  of  benefits,  employee  valuation  ot  henetits.  iind 
differences  between  the  measures.    See.  for  example.  Tiipleti  (198.1)  and  David  and  Smeeding  (1985). 
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